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Wages, Prices, and Employment 


ARTHUR BUTLER 


Assistant Professor of Economics, University of Buffalo 


MUCH ATTENTION has recently been 
given, both in academic journals and 
in speeches of prominent business ex- 
ecutives and government officials, to 
the question of inflation, particularly 
the inflation of 1956-57. Although in- 
terest may temporarily lapse — at least 
on the part of the politicians — during 
the recession of 1958, inflation is so 
pervasive that its manifestations will 
soon be with us again. 


Cost-Push Inflation 


Recent arguments have distinguished 
two types of inflation: “classical” and 
“cost-push,” with the latter sometimes 
being called wage-price  inflation.* 


*See Theodore O. Yntema, “Wage In- 
flation: Public Enemy No. 1,” address before 


the American Life Underwriters Association 


in Chicago, Illinois, October 11, 1957. ‘““This 


kind of inflation [cost-push] has its roots 


' primarily in the monopoly power of unions 


to force wages up even though there is no 
shortage of labor and there are insufficient 
increases in productivity to absorb and off- 
set the wage increases.” Also, Edwin L. 
Dale, Jr., “Basic Inquiry Into a Baffling 
Inflation,’ New York Times Magazine, 
August 25, 1957. For the opinion of a 
businessman who believes the cost-push in- 
flation is not a unique type, see Carrol M. 
Shanks, “Are Prosperity and Stable Prices 
Incompatible,” address before the Eco- 


“Classical” inflation is defined as an 
excess of spending in relation to the 
amount of goods and services coming to 
market. The distinguishing character- 
istic of a “‘cost-push” rise in prices is its 
initial motivation. It is assumed to be- 
gin with an increase in costs, usually 
wages, that forces a rise in prices as 
entrepreneurs attempt to maintain 
profit margins. 

A running account of a cost-push in- 
flation begins with strong unions win- 
ning substantial wage increases in in- 
dustries which are highly concentrated 
and which enjoy more than average 
gains in productivity. The rise in wages 
may or may not be proportionate to the 
improvements in productivity. If the 
wage increase is excessive relative to 
productivity, firms in these concen- 
trated industries may raise their prices 
with little to fear in the way of price 
competition. In fact, the wage increase 
may be used as an excuse to raise prices 
to more profitable levels. However, em- 
ployers whose workers are not union- 


nomics Club of Detroit, September 16, 1957. 
“Classical” as it is used here does not refer 
to the classical school of economists. The 
term will be used later, without quotation 
marks, in its more traditional meaning. 
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ized, or who sell in highly competitive 
industries, are coerced, according to the 
cost-push argument, into granting simi- 
lar wage increases. Without offsetting 
improvements in productivity, these 
employers must pass the increased costs 
on to their customers. Hence, the rise 
in prices is proportionately greater in 
those industries which did not initiate 
the increase in costs. This description 
of the recent inflation is “validated” by 
the observation that in 1956-57, prices 
rose more rapidly in nonunion, noncon- 
centrated service and trade industries 
than in unionized manufacturing. 

Another aspect of the cost-push infla- 
tion, according to those who identify it 
as a unique and new phenomenon, is 
that it perpetually threatens to force a 
price rise regardless of the level of em- 
ployment. As long as the Federal gov- 
ernment pursues a policy of full em- 
ployment and allows wages to be set in 
an unrestricted market with strong un- 
ions, it is argued that prices will rise 
even in the absence of excess demand.’ 
It is asserted that there is upward pres- 
sure On prices even in the presence of 
some unemployment. 

The cost-push argument would be 
inapplicable if it could be demonstrated 
that wage increases generally lead to 
decreases in employment. That is, if the 
economy’s demand for labor is correctly 
represented by a demand curve with a 


* This is the ratchet type of inflation, or 
secular inflation. For contrasting views, see 
Martin Bronfenbrenner, “Neglected Impli- 
cations of Secular Inflation,” pp. 31-58, and 
William S. Vickrey, “Stability Through In- 
flation,” pp. 89-122, both in Kenneth K. 
Kurihara (ed.), Post-Keynesian Economics 
(New Brunswick: Rutgers University Press, 
1954). 


negative slope, then wage increases, in 
the short run, would lose their upward 
momentum. With unemployment con- 
tinually rising, the bargaining power of 
unions would be undermined and it 
would be unnecessary for employers of 
nonunion labor to offer higher wages in 
order to attract additional workers. 


Demand for Labor: 
The Classical Analysis 


Weintraub? and Bronfenbrenner* 
have recently argued that the classical 
demand curve for labor is the most ac- 
curate representation of the short-run 
relation between the wage rate and em- 
ployment. Using different approaches, 
both authors conclude that a wage in- 
crease tends to bring about less employ- 
ment. Each contrasts the classical 
analysis with those of the undercon- 
sumptionists and of Keynes, taking the 
latter’s perfectly inelastic demand curve 
for labor to be a middle position. 

Since both Weintraub and Bronfen.- 
brenner, particularly the latter, suggest 
that a wage increase will be followed by 
a price rise, to some extent they are ir 
agreement with the cost-push argument 
However, if every wage increase re 
duced the amount of employment, a: 
hypothesized by the classical demanc 
curve for labor, upward pressure o1 
wages would be short-lived. In thi 
respect, Weintraub and Bronfenbrenne 


*Sidney Weintraub, “A Macroeconomi 
Approach to the Theory of Wages,” Ameri 
can Economic Review, Vol. 46 (December 
1956), pp. 835-56. 

* Martin Bronfenbrenner, “A Contributio: 
to the Aggregative Theory of Wages,” Jou: 
nal of Political Economy, Vol. 44 (Decer 
ber, 1956), pp. 459-69. 
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support the classical argument, where- 
in the inflationary effects of a wage 
' increase are self-correcting. 
Since it is impossible, in the aggre- 
gate, for every wage increase to bring a 
rise in the price level and simultane- 
ously reduce employment, some analysis 
is necessary in order to relate the cost- 
_push argument to the analysis support- 
‘ing the classical conception of the de- 
mand for labor. 


Wages and Prices at Different 
Levels of Employment 


As a beginning, it is assumed that the 
relation between wages and_ prices 
varies with the level of employment. 
Under conditions of full employment — 
97 or 98 percent of the labor force 
employed —a general wage increase 

_ tends to induce a price increase; con- 
trariwise, at low levels of employment 
—unemployment of approximately 10 
percent —a wage increase, even if it 
could occur, would probably not be re- 
flected in a price increase. Exceptions 
might develop in highly concentrated 
industries, but even here, except under 
conditions of unusually favorable prod- 
uct demand and strong unionization, 
any wage increase is not likely to ex- 
ceed recent improvements in produc- 
tivity. 

It is the intermediate case, when un- 
employment is between 5 and 8 percent 
of the labor force, which is crucial to 
the question under consideration. Does 
a wage increase under these circum- 
stances lead to a price increase that 

ignites a cost-push inflation, or does it 

‘lead to an increase in unemployment 
that nullifies the possibility for further 

wage increases? The question may be 


more appropriately phrased: Under 
what conditions will a wage increase 
lead to a price increase, to a decrease 
in employment, or to both? It is also 
possible, of course, that a wage in- 
crease may lead to an increase in em- 
ployment, with or without any increase 
in prices. 


Weintraub’s Analysis 


To deal with the problem of the 
price-employment effects of a wage 
increase, an analysis similar to Wein- 
traub’s is appropriate, with some modi- 
fications as suggested by Bronfenbren- 
ner’s model. Attention is focused on 
short-run adjustments of approximately 
one year. Since a significant amount of 
involuntary unemployment exists, 3.4 to 
5.4 million with the current labor force, 
it will be assumed that additional 
workers may be employed without an 
increase in wage rates. 

The level of employment depends on 
the relationship between the aggregate 
demand (D) and the aggregate supply 
(Z) functions. Aggregate demand has 
three components: consumption, invest- 
ment, and government spending: 

1) BD = Deer Dit ee 
The consumption component depends 
on the average propensity to consume 
(c) and personal money income (Yq): 
(De Do=cYa 
The value of c, of course, could change 
erratically if there are expectations of 
substantial changes in the price level. 
Personal money income, the payments 
to factors, consists of wage income 
(wN, the money wage rate times em- 
°'The notation used follows that of Wein- 


traub, loc. cit., pp. 836-40, which is, of 
course, an adaptation of Keynes. 
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Chart 1 


=e 
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O 
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Source: Weintraub, ““A Macroeconomic Approach to the Theory of Wages,” pp. 836 and 
842. The curve dd’ is the classical demand curve for labor. 


ployment), rentier income (F), dis- 
tributed profits (kR, with R as a 
residual, including corporate taxes, de- 
preciation, and net profits, and k the 
fraction of the residual paid out as per- 
sonal income), and transfer payments 
(T): 
(yeaa — WN +t PERT 
Weintraub treats D; and Dg cursorily, 
taking them as constants, and for the 
time being the same will be done here. 
The aggregate. supply function (Z) 
depends on the amount of money re- 
ceipts that business firms require for a 
given level of real production and is 
determined by factor prices and pro- 
ductivity functions. Holding productiv- 
ity functions and the stock of capital 
constant, aggregate supply may be as- 
sumed to be a function of employment: 


(4) Z=wN+F+R 
The aggregate supply (Z) and de- 


mand (D) functions have common de- 


terminants, but differ from each other 
in that, at any level of employment 
(N), one is the amount sellers are will- 
ing to sell, times the supply price, 
whereas the other represents the 
amount buyers demand, times the prices 
they are willing to pay for that amount. 
The intersection of the curves repre- 
senting these two functions has in- 
herently determined both the equilib- 
rium level of employment and the 
equilibrium price level (Chart 1). 
Why must the two curves intersect? 
The supply function is low at low levels 
of employment (N) because of a high 
capital-to-labor ratio and a competitive 
pressure to cut prices when there is 
considerable excess capacity. At high 
levels of employment, aggregate supply 
(Z) slopes sharply upward because of 
diminishing returns to scale in the short 
run. The aggregate demand curve (D) 
also slopes upward and to the right, but 
not nearly so steeply. The direction of 
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the slope of the demand function is 
caused by a high average propensity to 


consume when income is low, associ- 


ated with low levels of employment 
(N), and contrariwise with high levels 
of N. The failure of D to rise sharply at 
high levels of employment is reinforced 
by (1) the inverse relationship between 
k and R, since when profits before taxes 
are high, a relatively small portion is 
paid as dividends, and vice versa; and 
(2) the residual income (R) is posi- 
tively correlated with employment (N). 

A shift of either aggregate demand 
or aggregate supply is almost certain to 
entail a shift of the other and is certain 


_ to lead to a new price level, or a new 


level of employment, and most likely 
both. For example, an exogenous shift 
of D, caused by consumers spending a 
larger fraction of their income, would 
bring a new equilibrium of the two 
functions with higher prices, greater 
employment, or both. If business firms 
attempted to achieve a higher profit 
position as a consequence of the in- 
crease in spending, the effect would 
appear largely in the form of increased 
prices. 

What happens to the relation of the 
functions when there is a wage in- 
crease? If the new intersection of the D 
and Z functions is, graphically, directly 
above the old one, the total effect is on 
the price level— the Keynesian solu- 
tion. The classical solution requires the 
new intersection of Z and D to be 
higher and to the left — higher prices 
and less employment, thus providing 
another point on the negatively sloped 


demand curve for labor. This is the 


solution depicted in Chart 1. As wages 
increase, Z’ and D’ move to positions 


Z” and D”. The locus of the points of 
intersection of the Z and D functions, 
as wages move up and down, consti- 
tutes the classical demand curve for 
labor (dd’). 

Weintraub argues that under ordi- 
nary circumstances—no explosively op- 
timistic expectations nor depressingly 
pessimistic expectations on the part of 
consumers and investors — the classical 
solution is the proper presentation of 
the relation between wages, employ- 
ment, and prices. He divides the de- 
mand curve for labor into three sec- 
tions. The upper portion is negatively 
sloped, he believes, because monetary 
policy will effectively restrict any large 
degree of inflation. That is, when wages 
are already high, an additional increase 
would bring tight money policies that 
would in turn inhibit both investment 
(D;) and the tendency for prices to in- 
crease. Since this would prevent the D 
function from shifting as much as the 
Z function, the new intersection would 
be higher and to the left. The lower 
part of the demand curve is also nega- 
tively sloped, because at low levels of 
income, a “Pigou effect” would give 
some buoyancy to demand. The extent 
of the “Pigou effect” would depend on 
previous movements in the price level.® 

Between the upper and the lower 
parts of the curve, Weintraub is less 
certain. However, he suspects that this 
portion of the curve is also negatively 


°If the price level is moving downward 
from some previous high, the real value of 
liquid assets would increase and there will 
be less saving out of current income. Wein- 
traub, loc. cit., p. 843; and Don Patinkin, 
“Price Flexibility and Full Employment,” 
Readings in Monetary Theory (New York: 
Blakiston, 1951), pp. 252-83. 
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sloped, for two reasons. First, a rising 
price level following a wage increase 
causes a shift in income from rentiers 
to entrepreneurs, and since only a frac- 
tion of the corporate residual is paid 
out as income, there is a tendency for 
the rise in D, to lag as wages increase. 
Secondly, the fraction k decreases as R 
increases, again inhibiting the rise in D, 
as wages increase. 

Weintraub suggests two exceptions to 
this argument. If there are widely held 
expectations of rapidly rising prices, D; 
may increase enough to cause aggregate 
demand to rise substantially. Or, if 
there were a substantial redistribution 
of income from rentiers and entrepre- 
neurs to workers, D, would shift up- 
ward in favor of greater demand. This 
latter exception is an underconsump- 
tionist conclusion; however, in Wein- 
traub’s purely competitive world, this 
could occur only if wages were a small 
portion of total marginal costs. Wein- 
traub does not believe that either of 
these exceptions represents a real situ- 
ation. 


Bronfenbrenner’s Analysis 


In his analysis, Bronfenbrenner as- 
sumes the existence of some involuntary 
unemployment and an inelastic impact 
demand for labor. Under these assump- 
tions, the initial burden of a wage in- 
crease is divided between higher prices 
and lower profits. Whether the wage in- 
crease will have a classical effect of re- 
ducing employment depends on whether 
it leads to an increase in demand for 
real output. Workers with larger in- 
comes would increase their outlays in 
accordance with their marginal propen- 
sity to spend. In his desire to give the 


benefit of doubt to those who argue for 
higher wages as a policy for curbing un- 
employment, Bronfenbrenner assumes a 
transfer of income from entrepreneurs 
to rentiers, as more capital would be 
purchased to substitute for the high- 
priced labor. Therefore, rentiers’ spend- 
ing would also increase — the degree 
depending on their marginal propensity 
to spend. The combined increases in 
spending of workers and rentiers is off- 
set by the decline in entrepreneurs’ 
income, and hence consumption spend+ 
ing. The increase in consumption is 
further offset by the higher prices, as 
they prevent the increase in money 
spending from being translated into 
greater purchases of real output. Ac- 
cordingly, Bronfenbrenner’s argument 
is that unless the workers’ and rentiers’ 
marginal propensities to spend are very 
high, entrepreneurs’ marginal propen- 
sity to spend very low, and price in- 
creases very small, real output and em- 
ployment will decline as a result of a 
wage increase. Although recent experi- 
ence has indicated that workers’ mar- 
ginal propensity to spend is greater 
than rentiers’ and entrepreneurs’, Bron- 
fenbrenner argues that the difference is 
insufficient to overcome the effect of 
the increase in prices. The effect of a 
wage increase, then, would be to reduce 
the aggregate demand for real output 
and to tend to reduce employment. 
How does Bronfenbrenner’s analysis 
square with that of Weintraub? Since 
they reach the same conclusion vis-a-vis 
the effect of a wage increase, it might 
appear that they supplement each 
other. However, on a number of crucial 
points, their analyses differ. First, Bron- 
fenbrenner assumes a transfer of in. 


Bie a des a 
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come from entrepreneurs to rentiers, 
_ but ignores the possibility that the price 


effect might cause a reverse transfer in 
favor of profits, as Weintraub assumes. 
In the short run, unless prices rise 


rapidly, there may be little or no net 
shift between the two income groups. 


Secondly, Bronfenbrenner and Wein- 


traub differ in the way they relate price 
_ increases to wage increases. The former 
sees the relation as a limiting factor 
_ that converts increased money spending 


into a proportionately smaller increase, 
and probably even a decrease, in real 


spending. The latter sees the wage-price 
relation as a cause of changes in both 
the D and Z functions. The D function 


would be affected by changing attitudes 
toward spending and saving as the price 
level changes, and the Z function would 
take into account the entrepreneurs’ 
changed profit expectations. Rothschild’ 
criticizes Bronfenbrenner for ignoring 
the possibility of the influence of money 
illusion when both wages and prices are 
rising. Money illusion on the part of 
workers would increase their marginal 
propensity to spend as prices rose. Tak- 
ing this possibility into account (by 
means of Weintraub’s D_ function) 
there would be an increase in consump- 
tion spending as prices increased, and 
this would substantially alter Bronfen- 
brenner’s conclusion. 


Wage Increase in a Recession 


Turning now to an application of 


Weintraub’s analytical framework to 


™K. W. Rothschild, “Aggregative Wage 


‘Theory and Money Illusion,” Journal of 


Political Economy, Vol. 45 (October, 1957), 
pp. 442-45; see also, Bronfenbrenner’s “Re- 


ply’ and Rothschild’s ‘“‘Rejoinder,” ibid., 


pp. 445-48. 


the problem of a moderate recession (5 
to 8 percent unemployed), one modifi- 
cation in his model will be to hold 
fewer of the variables constant. In 
short, a more dynamic approach will be 
utilized, with particular emphasis being 
given to the pattern of change of Di, 
and how this pattern is likely to be al- 
tered by a wage increase. It was this 
consideration to which both Weintraub 
and Bronfenbrenner paid little atten- 
tion. Furthermore, consideration should 
be given to the institutional framework 
of the economy. The rate and path of 
change in institutions which impinge 
upon the labor market qualify the 
purely functional relationships.® 

Assume that one-third of all employ- 
ees are union members, with some in- 
dustries almost 100 percent unionized 
and others completely unorganized. 
Further assume that unions are grow- 
ing at a rate not exceeding that of the 
labor force and that they do not repre- 
sent any threat to the firms in unorgan- 
ized industries. It is seen that these con- 
ditions approximate the current status 
of organized labor in the United States 
economy. 

To set the stage, the characteristics of 
a not-unusual type of recession will be 
assumed. Consumption and investment 
spending have been declining, relative 
to the rate of growth of the labor force, 
from a previous full-employment level. 
Once the recession is recognized, it is 
assumed that government spending 
(D,) rises or that taxes are reduced, 
and that easy money policies are 
adopted by the central banking system. 


8 Howard R. Bowen and Gerald M. Meier, 
“Institutional Aspects of Economic Fluctua- 
tions,’ in Kurihara (ed.), Post-Keynesian 
Economics, pp. 155-69. 
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At the time the wage increase oc- 
curs, the rate of decline of investment 
(D;), particularly in inventories, shows 
signs of diminishing. The rate of de- 
cline of consumption (D.) has .also 
tapered off because income is falling 
more slowly as a result of the diminish- 
ing rate of decline of Dj, rising Dz, and 
increasing transfer payments to the un- 
employed. With the labor force growing 
at a normal rate and with aggregate 
demand declining, unemployment is as- 
sumed to have reached 4.5 million to 
5 million. 

It should be emphasized that the 
analysis pertains to the stage of reces- 
sion after unemployment has appeared. 
In a sense, the economy is pausing to 
decide whether to resume its downward 
movement, to stabilize at its current 
level, or to return to full employment. 
In this environment, what is the em- 
ployment and price effect of a wage 
increase? The answer, of course, de- 
pends on its impact on D,, Di, and Z. 


Nature of the Wage Increase 


The impact of a wage increase de- 
pends, in part, on the nature of its 
initiating force. Pressure for a wage in- 
crease must come from a change in de- 
mand or supply. In a recession, em- 
ployers are generally able to hire all the 
workers they desire at the going wage 
and there is no reason to expect any 
upward pressure for a change in wages 
on the demand side. Increases in wages 
resulting from greater demand for spe- 
cialized types of labor would be con- 
fined to a comparatively few workers 
and can be ignored. On the supply side, 
an upward pressure on wages would be 
the consequence of union action, per- 


haps in the form of a few key bargains 
which set the pattern that would be 
followed by other segments of unionized 
labor and, through sympathetic pres- 
sure, might be transferred to some non- 
union workers. However, sympathetic 
pressure® would be weak because of the 
slow rate of growth in union member- 
ship and because of the presence of un- 
employment. So long as nonunionized 
companies had no reason to expect 
their employees to leave for new jobs or 
to rush into the arms of a union if a 
wage increase was not granted, their 
generosity as to wage increases would 
be limited. 

For the present argument, it is more 
important that the wage increase be 
widely recognized than that its benefits 
extend to large portions of the labor 
force. If publicity were given to the 
wage increase, it would be more likely 
to counteract any existing negative 
price and wage expectations. 

It is assumed, then, that the wage 
increase is initiated by a new bargain- 
ing agreement in a major unionized in- 
dustry. It is not necessary to prove that 
in a recession a union would have 
enough bargaining power to bring this 
about. It is sufficient to note that in 
recent years wage increases have oc- 
curred under such circumstances. The 
union may be required to strike for a 
long period to reduce the employer’s 
inventories to normal levels, and it may 
have to settle for a long-term contract. 
Nevertheless, the bargain wages be- 


*The term “sympathetic pressure” is 
used here in the sense of Harold M. Levin- 
son, Unionism, Wage Trends, and Income 
Distribution, 1914-47 (Ann Arbor: Uni. 
versity of Michigan Press, 1951), pp. 67-73. 
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come a model for other unions to 
emulate. 

The wage increase may lead to the 
_ expectation of a reversal, of no further 
change, or of another immediate in- 
_ crease in a pattern of continually rising 
wages. The last possibility should be 
ruled out because of the existing levels 
of unemployment. The first may be con- 
sidered as unlikely, given the strength 
of unions and the recent history of 
wage increases in the United States. 
Widespread decreases in wage rates are 
‘no longer to be expected, even in a 
recession. The assumption is made that 
the wage increase is expected to be a 
once-only change, with no expectations 
of further wage changes in the imme- 
diate future. If the key wage bargain is 
tied to a long-term contract, this latter 
expectation would be fortified. 


Impact on D, 


The effect of the wage increase on 
consumption (D,) depends on how it 
changes the amount and distribution of 
personal money income (Ya) and on 
the propensities to consume. The im- 
pact elasticity of demand for labor is 
certainly not zero, but it is probably less 
than one, as is assumed here.*? Thus, 
the wage portion of D, is increased by 
somewhat less than an amount equal 
to employment times the wage 
increase (NAw). The efforts of entre- 
preneurs to substitute capital for labor 


* Bronfenbrenner, loc. cit., p. 461, sug- 
gests the inelastic impact demand for labor 
“seems to be the major substantive (as dis- 
tinguished from methodological) contribu- 
tion” of Richard A. Lester in “Shortcomings 
of Marginal Analysis for Wage-Employment 
Problems,” American Economic Review, 

Vol. 36 (March, 1946), pp. 63-82. 


would tend to lead to some increase in 
rentiers’ income. However, in the short 
run, changes in entrepreneurs’ capital 
spending plans would probably not be 
great, particularly spending for which 
elaborate engineering and architectural 
planning is a prerequisite. These invest- 
ment plans would not have enough 
time to ripen into finished productive 
capacity, even though borrowing by 
business firms would increase. With 
monetary authorities keeping the inter- 
est rate low, the increased demand for 
funds would not bring about any rise 
in the cost of money. It would, how- 
ever, bring some increase in the total 
return to rentiers and give a modest 
increase to F. 

With increased wage payments and 
greater outlays for funds, profits will 
decline unless there is an increase in 
the number of units sold, prices, or 
both. Given the status of aggregate de- 
mand in the recession, entrepreneurs 
may deem it unwise to pass the wage 
increase on to consumers immediately. 
That is, competitive pressures resulting 
from excess capacity may hold prices in 
line. However, if the wage increase has 
the net effect of increasing aggregate 
demand, unit sales will increase. For 
the moment it can be assumed that 
prices remain constant and that unit 
sales increase, but not enough to pre- 
vent some decrease in profits. The de- 
crease in kR (distributed profits), how- 
ever, will be less than the decrease in 
R, because k is a positive fraction less 
than one and because, in the short run, 
k increases as R decreases. 

These changes in factor payments 
add to an increase in Yq, with a redistri- 
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bution of income from entrepreneurs to 
workers and a modest gain for rentiers. 
Whether the rise in Yq leads to an in- 
crease in D,, and to what extent, de- 
pends on the relevant marginal . pro- 
pensities to spend and how they are 
affected by the wage increase. Since 
there is no expectation of a reverse of 
the wage increase, it may, for wage- 
earners, lead to a release of delayed 
spending plans, a marginal propensity 
to spend close to unity. Unemployed 
workers receiving transfer payments 
will also have a very high marginal 
propensity to spend. 

The consumption segment of aggre- 
gate demand would increase under the 
circumstances described, the major 
boost coming from workers’ larger in- 
comes which are associated with a rising 
marginal propensity to spend. The con- 
clusion differs from Weintraub’s in that 
there has been a transfer of income 
from entrepreneurs to labor. Whether 
this is an absolute transfer, or merely a 
change in relative distribution associ- 
ated with a higher income, depends on 
the degree to which money spending 
does increase. The basic reason for this 
conclusion is that contrary to Wein- 
traub’s belief, there is no assumption of 
pure competition and the present dis- 
cussion is a short-run analysis. Pure 
competition is not assumed and it is 
possible for the increase in real income, 
because excess capacity is utilized, to 
flow in larger measure to labor. This 
transfer of income is not to be attrib- 
uted to union bargaining power, 


“ Levinson, of. cit., pp. 80-110. See also, 
Clark Kerr, “Labor’s Income Share and the 
Labor Movement,” in George W. Taylor 
and Frank C. Pierson, New Concepts in 
Wage Determination (New York: McGraw- 
Hill Book Company, 1957), pp. 260-98. 


which in general is assumed to be weak. 
A reverse transfer of income from labor 
to entrepreneurs May occur in a later 
stage of the recession, or when full em- 
ployment is again achieved. 


Impact on Dj 

In the stage of recession under anal- 
ysis, the rate of decline of investment 
(D;) is assumed to be less than it had 
been previously. This may mean only 
that expenditures on capital equipment 
are being allowed to fall behind a 
schedule that was planned during a 
previous full-employment period and 
that inventories are being reduced to: 
what is currently accepted as appropri- 
ate, relative to present sales. Against! 
this background, what is the impact of! 
a wage increase on Dj? This will de- 
pend upon (1) the change in Dg, 
and entrepreneurs’ sales expectations, 
and (2) the interest rate. For short-run 
analysis, the possibility of adopting, 
capital-using innovations may be ig- 
nored as a factor causing changes in the 
pattern of change of Dj. 

There would be little evidence of a 
Keynesian interplay between the inter- 
est rate and rising wages and consump- 
tion spending.” Even if this did tend ta 
exert an upward effect on the interest 
rate, D; would be influenced only ta 
the extent that it was elastic to the rate 
of interest. Furthermore, assuming an 
easy money policy, the increased de: 
mand for liquidity would be offset by 
an expansion of the money supply; 
Therefore, there is no reason to expec: 
restrictions on D; because of a rise # 
interest rates. 


* Keynes, General Theory of Employment 
Interest, and Money (New York: Harcourt 
Brace and Company, 1936), pp. 263-64. 
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It was assumed earlier that there 
would be little or no increase in prices. 
If this is true, profit margins will de- 
crease as a result of the wage increase. 

However, when juxtaposed with a ris- 
ing sales volume, produced with previ- 
ously idle capacity, the marginal effi- 

ciency of capital will be negatively 

_affected to only a modest degree. In 
other words, per-unit profits decline, 

but total profits may remain nearly the 
same. Furthermore, in highly concen- 
trated industries, price increases may go 
hand-in-hand with an increase in sales, 
especially when the wage increase can 
_be used as a convenient excuse. If this 
is the case, profit margins rise in con- 
centrated industries as a result both of 
the price increase and of the more effi- 
cient utilization of capacity. In general, 
although profit margins may decline in 
competitive industries (here sympa- 
thetic pressure, and hence wage in- 
creases, would likely be smaller than in 
concentrated sectors) , they may actually 

‘increase in those where there is an op- 

portunity for an increase in sales volume 
and prices. 

It should be interposed at this point 
that the price increase permitted in the 
previous paragraph runs counter to the 
earlier assumption of no increase in 
prices. It seems to bring us to the situ- 
ation described by Bronfenbrenner — 
namely, increased money spending does 
not lead to an increase in real spending. 
However, three reservations are in or- 
der. First, to the extent that entrepre- 
neurs are able to raise prices and 

thereby improve profits, the marginal 
efficiency of capital is favorably af- 
fected and D, is increased. This possi- 
bility was neglected by Bronfenbrenner. 
Secondly, the rise in wages and prices 


transfers income from rentiers to entre- 
preneurs and workers, and the latter 
will spend much larger portions of the 
new income unless completely free of 
any money illusion — a conclusion that 
seems most unlikely. And finally, the 
price rise may appear in only a limited 
number of industries, at least at the low 
point of the recession and during the 
early stages of recovery. This would 
prevent the increase in money spending 
from becoming a reduction in real 
spending. These three reservations are 
not consistent with each other; that is, 
either the first two may be applicable, 
or the third one, but the three cannot 
occur simultaneously. However, if the 
first two, or the third, is appropriate, 
the analysis leads to a result different 
from that envisioned by Bronfenbren- 
ner. 

Special attention should be given to 
the inventory component of Dj. If 
prices do not rise, greater real spending 
will cause inventories to reach an ap- 
propriate ratio to sales. Declining in- 
ventories with rising sales will tend to 
produce an accelerator effect on this 
segment of D;. On the other hand, a 
price increase may also stimulate in- 
ventory spending. If there are expecta- 
tions that the once-only wage increase 
will be followed by an increase in 
prices, efforts will be made to augment 
inventories ahead of schedule. 

So far it has been demonstrated that 
under the conditions described, aggre- 
gate demand will increase as a conse- 
quence of the wage increase. D, will 
rise and D; may move in either direc- 
tion; however, if D, declines, it will not 
be enough to counteract the rise in 
consumption. The original assumptions 
put D, at a higher level than prevailed 
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in the previous full-employment period. 
Whether the combination of these fac- 
tors leads to a classical, Keynesian, or 
underconsumptionist result depends on 
what happens to aggregate supply. 


Impact on Z 

In large part, the change in Z re- 
sulting from the wage increase has al- 
ready been determined. The rise in 
wages, with the immediate decrease in 
employment being proportionately 
smaller, means that entrepreneurs have 
cause to insist upon higher proceeds at 
each level of N. However, this is quali- 
fied by the degree to which excess 
capacity may be used efficiently. 

The Z function is a_ productivity 
function — the summation for all firms 
in the economy — that represents some 
excess capacity at current levels of 
unemployment, especially considering 
the fact that a higher level of employ- 
ment existed previously. Of course, it is 
possible that the previous full-employ- 
ment period was characterized by gross 
over-utilization of capital and that cur- 
rent levels of employment represent an 
optimum ratio of labor to capital. If 
such were the case, however, the over- 
utilization of capital would have 
touched off a rise in D;, making a re- 
cession unlikely —or at least delaying 
it so long as plant and equipment were 
in short supply. Ruling out this possi- 
bility, if D rises when wages increase, 
an increase in output consistent with 
more efficient levels of production 
softens the impact of the wage increase 
on entrepreneurs. 

The return to more efficient levels of 
output assumes that the pattern of con- 
sumption and investment does not 


change during the period of rising em- 
ployment from what it had been in an 
earlier period of prosperity. It is pos- 
sible that consumption after the wage 
increase would be directed toward in- 
dustries that had suffered relatively 
little decline in the recession. Such an 
eventuality would mean that there were 
no efficiency gains (no utilization of 
excess capacity) as a result of the in- 
creased output. However, in the short 
period, a change in consumers’ tastes of, 
this magnitude may be ruled out as un-! 
likely. Hence, the effect on the Z func- 
tion is partially offset by improvements 
in productivity. 

The shift in the aggregate supply 
function, considering the wage factor 
alone, would tend to be only moderately 
restrictive. The F factor would not be 
the cause of much of a change in the 
Z function, since a slight increase in the 
demand for funds could be satisfied 
without a change in the interest rate. 
The change in Z resulting from residual 
R requires more careful consideration, 
since some entrepreneurs would be able 
to improve their profits by raising prices 
and thus recoup a portion of the higher 
wages. Taking into account the com- 
petitive pressures and the possibility of 
profitably utilizing excess capacity at 
current prices, the increase in the Z 
function from this source could be sig- 
nificant, but not excessive. 

Adding together the possible changes 
in the aggregate supply function, there 
would likely be a shift to the left, but 
proportionately less of a shift than in 
aggregate demand. The new equilib- 
rium of D and Z, under the conditions 
described, would be at both higher 


prices and greater employment, leaving 
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aside the question of which was greater, 

_ the price effect or the employment ef- 
fect. However, if the wage increase 
contributed to higher levels of employ- 
ment during a recession, under assumed 
fiscal and monetary policies, further in- 
creases would become cumulative and 
the price effect would tend to over- 
shadow the employment effect — un- 
less, of course, future wage increases 
were proportional to or less than pro- 
ductivity gains. 


Conclusion 


Which is a better description of the 
slope of the demand curve for labor 
during a recession, a classical curve or 
the curve implicit in the cost-push argu- 
ment? The latter appears to be a better 
approximation to the recession de- 
scribed. A wage increase is less likely to 
bring declining employment than it is to 
bring rising employment with higher 
prices. The cost-push inflation argu- 
ment, however, is much too oversimpli- 
fied and places the blame for inflation 
on one of the accessories to the crime 
rather than on the real criminal. The 
wage increase may or may not be the 
initiating force in an inflation which 
develops after a recession, but if it is, 
this is because it occurred in an eco- 
nomic environment conducive to infla- 
tion. The real culprit is excessive aggre- 
gate demand, which in the United 
States institutional framework cannot 
be attacked by forcing wage decreases. 

This has been a short-period analysis 
of the impact of a wage increase in a 
recession. Perhaps a short-run analysis 
is all that is necessary for a modern 
recession if the experience of 1949 and 


1954 is indicative. Different results 
would have been observed if a longer 
period of unemployment had been con- 
sidered. The rise in D, and D, would, 
under favorable circumstances, encour- 
age a rise in D, and perhaps set off an 
inflationary spiral. Or a continuation of 
the decline in D; might eventually re- 
verse any expansionary effects of a 
wage increase. 

No attempt was made to deal with 
the elusive problem of describing labor 
supply.** The only aspect of labor sup- 
ply crucial to the question analyzed 
was how workers would respond to a 
wage increase. Since there was a con- 
siderable amount of unemployment, 
it was reasonable to assume that a 
modest wage increase would be more 
than adequate to attract enough work- 
ers to satisfy entrepreneurs’ wishes. 
Hence, the supply of labor was taken 
to be perfectly elastic to an increase 
in wages. 

A wage increase in a recession, then, 
is likely to have a favorable effect on 
employment and perhaps an inflation- 
ary effect on prices. Although it has 
not been argued which of these two 
effects will be greater, the former will 
tend to exceed the latter if there is a 
large amount of excess capacity which 
may be efficiently utilized as the econ- 
omy expands. However, the main bur- 
den of the argument has been that a 

18 Cf. Weintraub, loc. cit., pp. 847-51, and 
P. E. Junk, “A Macroeconomic Theory of 
Wages: Comment,’ American Economic 


Review, Vol. 47 (September, 1957), pp. 
679-82. See also Weintraub’s “Reply,” ibid., 


pp. 682-85. 
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wage increase will stimulate a rise in 
employment, regardless of the price 
effect, under the conditions typical of 
a modern recession. It is assumed that 
these conditions would include (1).easy 
money and at least a moderately 
counter-recessionary fiscal policy, (2) an 
inelastic impact demand for labor, and 
(3) excess capacity. A wage increase 
which is sufficiently widespread and 


publicized will have favorable influences 
upon employment. The only reserva- 
tion that needs to be made is that if 
prices do rise, the workers’ marginal 
propensity to spend must reflect some 
money illusion. However, this need not 
be true to the extent suggested by the 
Bronfenbrenner - Rothschild exchange, 
since the rising price level should en- 
courage greater investment. 
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EFFORTS to convince commercial banks 


of the desirability of curbing nonessen- 


tial loans were made by the Federal 
Reserve during World War I. The dis- 
tinction made between speculative and 
nonspeculative loans by the Federal 
Reserve Board in the late 1920’s is also 
well known. But probably the most im- 
portant application of the technique of 
moral suasion in the history of the Fed- 
eral Reserve System was the Voluntary 
Credit Restraint Program (VCRP) in- 
troduced during the Korean emergency. 
Inaugurated by the Board of Governors 
on March 9, 1951, under Section 708 
of the Defense Production Act of 1950, 
the program was one of a number of 
practices that were exempted from the 
antitrust laws. Collusive action was al- 
lowed as an authorized voluntary 
agreement in the public interest, con- 
tributing to national defense. 

_ The program was conceived at an 


FRB-sponsored conference of represen- 


tatives of the financial community. The 


legal counsel of the Federal Reserve 
Board and the United States Attorney 
General’s office added some technical 
amendments. The Attorney General in- 
sisted that officers of the Federal Re- 
serve Banks serve on the regional com- 
mittees; previously the Federal Reserve 
had held the view that their participa- 
tion would detract from the private 
and voluntary nature of the program. 

The Federal Reserve Buard formally 
suspended the program on May 12, 
1952; shortly after, on June 30, 1952, 
Congress withdrew the legislative au- 
thorization for the program. From the 
beginning the VCRP included life 
insurance companies and investment 
banking houses as well as commercial 


banks; 


banks and savings and loan associations 


subsequently mutual savings 
took part. This article is chiefly con- 
cerned with an appraisal of the com- 
mercial banks’ participation in the 


program. 


[17] 
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I. 


The criterion as to whether a loan 
would be in harmony with the objec- 
tives of the program was a positive re- 
ply to the test: “Does it [proceeds of 
the loan] commensurately increase or 
maintain production, processing and 
distribution of essential goods and serv- 
ices?”? The first bulletin of the Na- 
tional Voluntary Credit Restraint Com- 
mittee (dated March 20, 1951) urged 
that 
levels should not be financed with bor- 


inventories reasonable 


beyond 


rowed money. A month later the com- 
mittee recommended the postponement 
of any plant and equipment expendi- 


tures by producers of nonessential 


goods. State and local governments 
were similarly asked to defer public 
works not indispensable for public 
health, safety, or defense. 

Mr. Oliver Powell of the Board of 
Governors, who was in over-all charge 
of the program, expressed its objectives 


on a number of occasions as an 


attempt to stop the use of credit for spec- 
ulative purposes, to channel credit into 
defense and defense-supporting activities, 
to reduce the credit made available for 
postponable and less essential civilian pur- 
poses, and to engender a more cautious 
and careful lending policy on the part of 
lending officers.’ 


*“Program for Voluntary Credit Re- 
straint,’ Federal Reserve Bulletin, Vol. 37 
(March, 1951), pp. 263-66. For the bulle- 
tins of the National Committee, see ibid., 
passim. Source material for this study was 
drawn mainly from the unpublished minutes 
of the National Voluntary Credit Restraint 


When in doubt, a lending institution 
could submit details of a loan applica- 
tion — omitting the would-be borrow- 
er’s name — to members of a regional 
subcommittee. Informal contact with 
committee members was also a possibil- 
ity. In each Federal Reserve district 
there was a committee for commercial 
banks, consisting of private bankers and 
a senior officer of the District Federal 
Reserve Bank. Banks were informed} 
promptly whether the loan in question 
appeared “to violate the principles of 
the VCRP.” The scope of the scheme 
is illustrated by the fact that, over the 
life of the program, the committee of 
the New York Federal Reserve Bank 
processed 82 formal inquiries. A small 
bank in the Adirondack region, for in- 
stance, inquired concerning a $1,000 


loan request of a fuel oil dealer to re- 


Committee (Washington: Board of Gov- 
ernors of the Federal Reserve System) and 
of the Second District Commercial Banking 
Voluntary Credit Restraint Committee 
(Federal Reserve Bank of New York). In 
addition, the Patman Committee’s publica- 
tions are valuable references: U. S. Con- 
gress, Joint Committee on the Economic 
Report, Subcommittee on General Credit 
Control and Debt Management, Monetary 
Policy and the Management of the Public 
Debt, Hearings, 82nd Cong., 2nd Sess.; 
Ibid., Senate Document 123, 82nd Cong.. 
2nd Sess. 

* Oliver S. Powell, “The Voluntary Credit 
Restraint Program,’ Robert Morris Associ- 
ates Bulletin, Vol. 34 (1951), p. 169; 
Powell, ‘““What Credit Standards in an Infla- 
tionary Economy?” Commercial and Finan- 
cial Chronicle, Vol. 174 (November 1. 
1951). pelO70: 
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place equipment; the committee gave 


_ an affirmative opinion. 


Wishing to further clarify the pro- 
gram’s principles and to achieve na- 


_tionwide uniformity of criteria for 


a judging applications, the national com- 


mittee of the VCRP in November, 
1951, published a digest of opinions 
given by the district committees. These 


committees had recommended refusal 


of loans in such cases as these: an ap- 
plication for funds by a farm imple- 
ment dealer wanting to erect a sales 
and service building in order to retain 
his franchise; a request by a chain va- 
riety store contemplating the retirement 
of its outstanding preferred stock; and 
an application by a municipality want- 


ing to acquire vacant land for parking 


facilities. 


From the beginning, the VCRP was 


entirely voluntary. Private commercial 


| 
: 
: 


banks as lenders could not be com- 


pelled to accept the criteria of the pro- 
gram. They could neither be coerced 


into submitting inquiries to district 


committees, when doubtful loans were 


under consideration, nor be forced to 


accept the judgment of the regional 


committees, when consulted. 


: Bulletin 4 of the national committee, 


covering loans on real estate, was liber- 


alized after three months (in Septem- 
ber, 1951) when it became apparent 


that a substantial number of banks 


were ignoring the original recommen- 
dations and that bankers adhering to 
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the program were at a disadvantage. 
Even the recommendations of the na- 
tional committee’s revised bulletin were 
generally disregarded — at least so far 
as farm mortgage loans were concerned. 
In underwriting activities, Vice Presi- 
dent Arthur Phelan of the Federal Re- 
serve Bank of New York complained at 
the end of 1951 that in a number of 
cases the proceeds from loans were not 
being used for purposes in harmony 
with the program of restricting nones- 
sential activity.® 

Despite such episodes, it was widely 
held that financial institutions cooper- 
ated with VCRP. A few days after the 
start of the program, the national com- 
mittee hailed the cancellation or post- 
ponement of a considerable number of 
loans which were considered inflation- 
ary. Most bankers who replied to the 
questionnaire of the Patman subcom- 
mittee on credit control and debt man- 
agement specifically stated that they 
were complying fully with the program. 
The Board of Governors reported that 
millions of dollars of nonessential loans 
had been refused.* The First National 
Bank of St. Paul alone claimed to have 
declined applications for loans totaling 
over $7 million. In the Richmond Fed- 
aes Investment Banking VCRC, 
Minutes, December 7, 1951 (Federal Re- 
serve Bank of New York). 

4U. S. Congress, Senate Committee on 
Banking and Currency, Defense Production 
Act of 1952, Hearings, Part I, p. 83; “The 


Bankers Do a Job,” Fortune, Vol. 44 (Oc- 
tober, 1951), p. 93. 
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eral Reserve district, 165 banks refused 
3,500 requests for loans aggregating 
$28 million. In other instances, the 
program was less direct, but no less 
effective. Businessmen, once they were 
educated as to the purpose of VCRP, 
refrained from requesting loans incon- 
sistent with its goals. 

A banker could refuse a loan request 
which was not in harmony with the 
program, apparently confident that the 
rejected applicant would not be accom- 
modated ata rival financial institution.® 
When it was discovered, for example, 
that rejected borrowers were resorting 
to sales finance companies, an informal 
meeting was held with representatives 
of these companies and other nonbank 
commercial lenders. Although no com- 
mittee was organized for finance com- 
panies, they were requested by the 
other committees to abide by the pro- 
gram. Commercial banks were asked to 
screen informally the policies and oper- 
ations of these lenders when the banks 
established lines of credit for them. 

Government officials no less than fin- 
anciers hailed the success of the pro- 

* National VCRC, Minutes, March 14, 
1951; Banking, Vol. 43 (June, 1951), p. 36; 
O. S. Powell, “The VCRP,” Robert Morris 
Associates Bulletin, Vol. 34 (1951), p. 170; 
Roger F. Murray, “Voluntary Credit Con- 
trol and Inflation,” in American Assembly, 
“Inflation,” Vol. III, Ch. 15, p. 2 (mimeo- 
graphed, research and background material 


on inflation prepared for the 2nd American 
Assembly, to be held May 18-22, 1952). 


gram.° President Truman’s evaluation 
that it had “done a great deal of good 
in limiting credit expansion in infla- 
tionary pressures” was typical. The 
president of the American Bankers As- 
sociation praised the VCRP “as a tried 
and proven weapon in the successful 
fight against inflation.”” Mr. Powell, of 
the Board of Governors of the Federal 
Reserve System, thought it had been “a 
considerable factor in the restoration of 
the public’s confidence in the purchas- 
ing power of the dollar.”* The Council 
of Economic Advisers estimated that in 
the absence of the program there would 
have been a greater expansion of loans 
than had occurred. That nearly four 
hundred busy men were willing to serve 
without compensation on the various 
regional committees is perhaps further 


evidence of the value of the program.® 


*See e.g., J. Brooke Willis, “Credit Con- 


‘ trol Still a Problem,” Conference Board Bus- 


iness Record, Vol. 8 (November, 1951), p. 
436; statement of O. S. Powell, New York 
Times, November 24, 1951, p. 10; President 
Shelton of the American Bankers Associa- 
tion, ibid., October 1, 1951, p. 32; Chair- 
man Martin, ibid., October 3, 1951, p. 49; 
and again October 18, 1951, p. 47; O. S. 
Powell, “VCR-— Controls Without Coer- 
cion, “Dun’s Review,’ Vol. 62 (July, 1952). 
pp. 20 and 70. 

“New York Times, March 25, 1952, p. 
37; Banking, Vol. 44 (May, 1952), p. 126. 

* Patman Hearings, p. 465. 

*Kenton R. Cravens, “Success of the 
VCP,” Robert Morris Associates Bulletin 
Vol. 34 (1951), pp. 228-29; O. S. Powell 
tbid., p. 169. 
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II. 
What are the factors which account 
for the widespread impression that the 
VCRP was a “success”? The vagueness 


_ of the rules for judging whether or not 


a loan was in harmony with the pro- 


gram is probably at least partly respon- 
sible for the “success.” The statement 
of principles and the six bulletins issued 


_ during the life of the program were in- 


tentionally couched in general terms 
because it was believed that detailed, 


precise rules would not be suitable and 


might serve to discourage many finan- 


cial institutions from participating. The 
Board of Governors argued that relying 
on the willingness of lenders to abide 
by the spirit of the program was more 
appropriate than calling on them to 
abide by a multitude of legalistic rules. 
Presidents of the Federal Reserve Banks 
cited the advantages of flexibility and 
an absence of inequity fostered by a 
system of direct government rationing 
of loans. A voluntary program was su- 
perior to a compulsory one, because, 
according to Powell, with compulsory 
programs “there is a tendency to do 
just what the wording of the regulation 
calls for.”’ Moreover, compulsory de- 
vices would necessitate a huge policing 
arrangement. Whatever the ostensible 
advantages of a voluntary program, it 


is easy to pronounce such an arrange- 


ment to be successful if the standard of 


: P 10 
measurement is sufficiently vague. 


Cf, the argument of William Wither- 


PA 


This absence of any concrete official 
gauge complicates considerably the task 
of measuring the program’s success. 
One objective of the VCRP, it will be 
recalled, was a reduction of credit for 
“postponable and less essential civilian 
purposes.” However, data collected by 
the Board of Governors during this 
period with respect to the purpose of 
commercial and industrial loans shows 
a net increase of more than a quarter 
of a billion dollars in loans for nonde- 
fense activities during the life of the 
program; especially noteworthy were 
the increases which occurred during 
the second half of 1951. (See Table 1.) 

If the touchstone is not a decrease in 
total loans, but their diversion to de- 
fense industries (as suggested by invest- 
ment banker Rudoit Smutny who was 
a member of the National Commit- 
tee’) then the record is clear: the vol- 
ume of bank loans did increase after 
March, 1951, when VCRP was insti- 
tuted, albeit at a slower rate than in 
the period immediately following the 
outbreak of war in Korea. Loans at 
large banks rose by $1.4 billion from 
July 1 to October 31, 1951; defense 
loans accounted for about half of the 
spoon that what the banker “really said with 
these self-imposed restrictions was that he 
would continue to exercise the same scrutiny 
to see that all loans were ‘justified,’ just as 
he had been doing all along.” (“Financial 
Letter,’’ Newhard, Cook and Company, Vol. 
6, No. 33, October 3, 1951). 


1 Commercial and Financial Chronicle, 
Vol. 174 (December 6, 1951), p. 2148. 
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Table 1. Changes in Commercial and Industrial Loans Made by Large Banks 
(Millions of dollars) 


SSS Ss —oOm..’_———Oom 


Quarter ending Five weeks 
ending 
Parone June 27, | Sept. 26, | Dec. 26, | Mar. 26, | April 30, 
19512 1951 1951 1952 1952 
Defense contracts. 2... ...4..-.- 246.2 257.0 Z1IE9 Slag: — 6.8 
Defense-supporting activities: 
Plant Oe eanipment He eeenoresS 98.8 2925m 234.0 210.6 20.1 
PAlMothertete nieieatierccsccrets = 5359 63.9 TABS 78.4 5a 
Nondefense activities: 
Inventory and working capital. .| —131.8 301.1 1,247.9 — 667.4 — 4D 
Plant and equipment.......... 134.0 42.5 2 43.1 — 11st 
Retirement of nonbank debt and 
prerernedustOCkes ere aster —" 1056 225 720 16.8 — 02° aaa 
PAI POCHE a uno e atte 2 tea eee — 47.4 — 12.8 31.3 — 72.4 — 9.0 
Net change in classified loans... 343.1 966.7 1,805.8 eye) —498.6 


® Data are for 200 reporting banks with 65 percent of outstanding loans; for other quarters, 
data are for about 220 reporting banks with 75 percent of loans outstanding. 

Source: Board of Governors of the Federal Reserve System, Changes in Commercial and Indus- 
trial Loans; By Industry and Purpose, weekly report H12 dated January 5, 1952, and May 14, 1952. 


advance. This is in contrast to an in- 
crease twice as great in the correspond- 
ing months of 1950, when only a small 
amount of borrowing was for defense 
purposes. Federal Reserve officials esti- 
mated that about two-thirds of the in- 
crease in business loans during the life 
of the program was attributable to de- 
fense production orders.’? 


Table 2. Changes in Loans af All 
Comniercial Banks 
(Billions of dollars) 


Period Total Business 

loans loans 

T9503 burst half... ... ee —0.1 
Second half. .... 1.8 5.0 

UOSike LENG oa one 2.6 deem 
Second half... .. SnD) OTA 

OS eem Mirstenaltees se. .n 5 ib. 5 —0.6 
Second half..... 5.0 2.6 


Sources: Federal Reserve Bulletin, February, 
1952, p. 116, and February, 1953, p. 92. 


As a goal, the directors of the Fed- 
eral Reserve Bank of New York pro- 
posed that the aggregate volume of 
credit extended by the nation’s banks 
should not increase during 1951. This 
is similar to the test suggested by Win- 
throp W. Aldrich — avoidance of an 
increase in total business loans out- 
standing at the commercial banks.?° 
Actual results are revealed in Table 2. 
From this standpoint, too, the VCRP 
was at best a qualified success. 

The lack of precision in the criteria 
of loan selection was clearly one limita- 


™ New York Times, May 6, 1952, p. 41. 

* Federal Reserve Relations Committee, 
Third Federal Reserve District, Proceedings, 
May 4, 1951 (Philadelphia, 1951), p. 25. 
Commercial and Financial Chronicle, Vol. 
174 (November 22, 1951), p. 1973. Karl 
Bopp of the Philadelphia Federal Reserve 
Bank (FR Relations Committee, op. cit., p. 
24) thought the program would be success- 


aren 
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tion on the program’s effectiveness. 
Ww. Randolph Burgess suggested that 
the concepts of essential and nonessen- 
tial be redefined and that advance ap- 
proval of large term loans and new 
security issues be required. This, while 
stiffening the program considerably, 
would at the same time have altered its 
the 
United States Attorney General re- 


fundamental nature. In fact, 
jected a letter which the Eastern In- 
vestment Banking Committee proposed 
to send to major underwriters concern- 
ing the screening of common stock is- 
sues. The Justice Department believed 
this would be inconsistent with the vol- 
untary nature of the program. 
Whatever the compliance record, 
bank profits did not suffer. Before taxes, 
insured commercial banks showed a 
slightly higher return on their capital 
in 1951 and 1952 than in the preceding 
seven years. The 8 percent after-tax 
return compares with a 9 percent 
average for the previous seven years. 
Support the 
strengthened by the fact that the threat 


of direct government regulation loomed 


for program was 


as an unpalatable alternative. “Major 
lenders are aware that the voluntary 


program must succeed,’ a national 


ful if loans did not expand relative to real 
aggregate production. The record, however, 
shows an increase in loans of all commercial 
banks almost twice the growth in real GNP. 

“Lester V. Chandler, “Selective Credit 
Controls,” American Journal of Economics 
and Sociology, Vol. 11 (1952), p. 252. 


committee member observed. President 
Truman had suggested that lending 
might have to be curbed by wartime 
regulations or special reserve require- 
ments.*® Charles E. Wilson, director of 
the Office of Defense Mobilization, 
wrote Mr. Powell: “I hope that you 
will impress upon the [financial] indus- 
try leaders the deep interest of the 
Government in the success of this ef- 
fort. Otherwise, it will be necessary for 
my Committee to consider what addi- 
tional steps may be required in the 
private credit field.”17 On May 31, 
1951, Wilson, Treasury Secretary Sny- 
der, Chairman Martin of the Board of 
Governors, and Chairman Keyserling 
of the Council of Economic Advisers 
submitted a credit policy memorandum, 
which, while endorsing the VCRP, sug- 
gested stand-by authority for manda- 
tory limits on loans. When the program 
was concluded, people on Wall Street 
are reported to have fcit that the pro- 

*W. R. Burgess, The Banker and Infla- 
tion (New York: American Bankers Associ- 
ation, 1951), p. 15, and Eastern Investment 
Banking VCRC, Minutes, January 28, 1952, 
Exhibit B. 

7**R. Smutny, Banking, Vol. 43 (June, 
1951), p. 36. Truman, New York Times, 
March 15, 1951, p. 43. 

National VCRC, Minutes, March 29, 
1952; quoted by Smutny in an address de- 
livered before the Municipal Forum, April 
13, 1951, “National VCRC and its Impact 
on the Investment Banking Business” 
(photo-offset, Federal Reserve Bank of New 
York). Cf. the statement of the deputy man- 


ager of the ABA, Robert Morris Associates 
Bulletin, Vol. 33 (1951), pp. 316 and 320. 
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gram had served “a constructive public 
purpose . . . in having obviated the 
need for the establishment of an official 
agency to screen capital issues.” ** 

One method of evading VCRP was 
not to state the true purpose of a loan. 
According to one estimate, such mis- 
representation was “exceedingly small 
in relation to the total extension of 
credit during the period.”?® But the 
chairman of the New York District 
Commercial Banking Voluntary Credit 
Restraint Committee, George Whitney 
of the Morgan bank, suggested that 
certain corporations were obtaining 
supposedly defense loans and _ using 
them “‘to bolster their competitive posi- 
tion.” The chairman of the Eastern In- 
surance Committee argued that only a 
portion of a $115 million loan commit- 
ment made by a very large insurance 
company to a major manufacturer 
would be devoted to defense or defense- 
supporting purposes. Thus, not only 
might the actual use to which a loan 
would be put be concealed, but also 
only part of a loan might go for defense 
activities, while the remainder might 
be devoted to nonessential expansion. 
Moreover, a diversified enterprise could 
borrow for defense work, presumably 
abiding by the program, yet release 
budgeted working capital for nonde- 
fense ends. 

Any evaluation must consider that 


* New York Times, May 6, 1952, p. 47. 
* Roger F. Murray, loc. cit., p. 10. 
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the VCRP shared all of the limitations | 


and drawbacks of selective credit con- 
trols. Professor Milton Friedman, con- 
cerned with the inequity of a scheme 


not relying on the price mechanism and 


the consequent misallocation of re-— 


sources, argued that so far as the pro- 


gram “has any effect, it does so 


through the exercise of arbitrary power 


without the economic check of compe- 


tition or the political check of the re-| 


sponsibility to the electorate.”° Un- 


easiness with the program was also _ 


expressed by the Patman subcommittee 


of 1952, despite its willingness to praise _ 
the spirit in which VCRP was admin- | 


istered and to acknowledge that there 
was much testimony to the effect that 


the program had been “most helpful in 


a difficult period.”?? 


Hil. 


Several lessons can be drawn from 


the fourteen-month experience with the | 


VCRP. Success for an effort of this 


nature is most likely in a period when 


it would be most needed —a period of 


national emergency. Primary reliance, 


however, should not be placed on the. 


willingness of financial institutions to 


cooperate. At best a voluntary program 


can serve to supplement the familiar | 


* Patman Hearings, pp. 690-91. 


* U.S. Congress, Joint Committee on the | 
Economic Report, Monetary Policy and the 
Management of the Public Debt, Report of | 


the Subcommittee on General Credit Con- 
trol and Debt Management, p. 38. 
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“quantitative and selective credit con- 
trols. Thus during the period under 
review, the Board of Governors aban- 
doned its policy of supporting the price 
of government bonds, and made use of 
Regulations W and X to curb directly 
consumer and real estate credit. Within 
the framework of Federal Reserve re- 
strictions on the aggregate volume of 
credit, the program could aim at redi- 
recting the flow of funds into channels 
considered essential. In a tight money 
market, lenders will of necessity have to 
ration credit. The ruffled feelings of 
‘rejected applicants can be assuaged 
with an explanation of the nature and 
purpose of programs like VCRP. More- 
over, as businessmen are educated by 
speeches and periodicals, they may re- 
frain from requesting loans not in har- 
mony with the program. For this and 
other reasons, the program’s objectives 
must be made crystal-clear and as con- 
crete as possible. Also, cooperation may 
come more readily from a financial 
community made aware that more rigid 
government regulation is an alternative 
to voluntary restraint. Although they 
may threaten such regulation, the au- 
thorities may decide not to use it be- 
cause of the difficulty of framing a 
Satisfactory, water-tight directive and 
because of the problem of enforcement. 

What particularly distinguished the 
VCRP from earlier efforts at moral 
suasion was its all-embracing scope. 


Recognizing that any attempt to redi- 


rect the flow of lending had to involve 
more than just the commercial banking 
system, the Federal Reserve Board en- 
listed the support of other major sectors 
of finance not under its jurisdiction. 
The high degree of concentration found 
in the life insurance and investment 
banking fields facilitated the process. 
Leading firms in these industries can 
surely be made aware that their actions 
cannot be cloaked in anonymity. 

The thousands 


make for an entirely different situation 


of units involved 
in commercial banking, it may be 
argued. This was the main reason the 
Board of Governors gave in 1945 as to 
why the United States could not follow 
the example of England and Canada 
by entering into voluntary agreements | 
with banks debt 


monetization. However, the obstacle of 


governing public 


having many commercial bank units 
should not be exaggerated. The forty- 
four largest commercial banks, each 
with deposits of half a billion dollars or 
more, control more than one-third of 
all deposits, and have outstanding just 
over half of all commercial and indus- 
trial loans. As a member of the Federal 
Reserve System, moreover, every one 
of these banks is subject to its direct 
influence. 

Without the reinforcement of patri- 
otic sentiments aroused by a military 
threat to the national security, volun- 
tary measures are not likely to receive 


adequate support. Thus in the recent 
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inflationary period, a program along 
the lines of that of the Korean War 
period would not appear to have had 
much prospect of success. Equally cru- 
cial as a consideration would be the 
question as to what criteria could be 
spelled out in recent situations which 
would be meaningful. It is therefore 
difficult to agree with the conclusion of 
a Federal Reserve study made during 
the height of the VCRP campaign that 
“voluntary credit restraint is an ex- 
tremely useful adjunct to general credit 
restraint measures and should be fur- 
ther developed for use whenever infla- 
tionary pressures threaten depreciation 
of the dollar.”®? Nor have Federal Re- 

*“Voluntary Action to Help Curb Infla- 


tion,’ Federal Reserve Bulletin, Vol. 37 
(November, 1951), p. 1355. Italics added. 


serve officials recently acted as if they 
agreed with the quoted statement. 

Yet the achievements of the VCRP 
— limited at best — cannot be consid- 
ered as marking the farthest boundary 
of usefulness of the device. To maxi- 
mize its effectiveness in any subsequent 
utilization of voluntary restraint, the 
Federal Reserve authorities might do 
well to focus on the activities of the 
very largest institutions. Exhortations 
of the type employed in 1951-52 would 
enlist the support of thousands of small 
The latter would 
take example from the leadership of 
the handful of giants whom the author- 


commercial banks. 


ities would call upon in a period of 
national emergency to face up to the 
responsibilities which great size inevi- 
tably must bring. 


eS ae 
, is ; 


3 Benchmarks of Bank Mergers: A Sample Study 


Ropert H. MarsHALL 


Assistant Professor of Economics, University of Arizona 


THE post-World War II period has been 
marked by an increased number of 
commercial bank mergers in the United 
‘States. In the seven-year period 1950 to 
1956, for example, a total of 1,019 in- 
dividual banks ceased operations be- 
cause of merger transactions.* Basically, 
the current bank-merger movement re- 
flects the adaptation of commercial 
banks to changing economic conditions, 
particularly through the acquisition of 
“ready-made” banking offices. 

This article embodies a sample study 
of a representative number of these 
merger transactions, with the purpose 
of establishing tentative benchmarks, 
or standards, which can be used in ap- 
praising the effects of bank mergers. Of 


*Computed from February issues, Federal 
Reserve Bulletin, 1947-57. For present pur- 
poses, a merger is defined as any form of 
combination whereby two or more banks 
are joined under a single charter and a 
single management. This definition would 
cover such specific ways of joining two or 
more operating companies as ‘“‘consolida- 
tion,’ “absorption,” and “purchase.” 
Although there are legal and_ technical 
differences among the various forms of 
combination, the essential economic result is 
the same: combined banks are brought 
under one management and the stipulations 
of one charter. 


. 


course, such benchmarks can be applied 
only as an initial part of a broader 
examination which allows due con- 
sideration for intangible, qualitative ele- 
ments. The qualitative element is espe- 
cially significant for the analysis of the 
effects of any particular bank merger. 

The basic homogeneity of the bank- 
ing industry, however, justifies the use 
of the sample technique. Horace 
Secrist, a close observer of banking de- 
velopments, has referred to the endur- 
ing aspects of banking in these terms: 


Fundamental interrelations in banking 
are persistent —they are the outcome in 
part of custom, legal restrictions and im- 
positions, competition, and economic and 
trade demands. Banking, year after year, 
is conducted in much the same way, carry- 
ing over from time to time a substantial 
residue of practices and policies incident 
to a slowly changing business world. Ad- 
justments in keeping with economic con- 
ditions and with particular needs are 
constantly being made, but these for the 
most part are met in a common way. No 
bank is wholly unaffected by nor is it able 
fundamentally to alter its position with 
respect to conditions as they are, conditions 
for which it with others of its class is 
responsible.” 


* Horace Secrist, Banking Ratios (Stan- 
ford: Stanford University Press, 1930), p. 3. 


[27] 
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Background of the Sample Study 


The 166 mergers examined in this 
study include all of the merger agree- 
ments involving national banks during 
the sixteen-month period between Jan- 
uary 1, 1954, and April 30, 1955.° 
These transactions represented the ab- 
sorption of 223 individual banks by 
138 other banks. The Comptroller of 
the Currency submitted the exhaustive 
list of 166 mergers to a subcommittee 
of the House Judiciary Committee for 
use in the preparation of a report on 
corporate and bank mergers.* The 
Comptroller’s listing of merger agree- 
ments covers a period during which 
bank-merger activity increased in 
tempo. The timeliness and. the compre- 
hensive nature of the merger transac- 
tions provide a reasonable basis for 
pursuing a representative survey of 
bank mergers. The results of the study 
may suggest certain inferences that can 
be applied to the over-all bank-merger 
movement. 

The Rand McNally International 
Bankers Directory provided the source 
for the balance sheets of each of the 
participating banks. The most recent 


*In each case, at least one national bank 
was a party to the merger agreement, either 
in an absorbed or an acquiring capacity. 

*U. S. Congress, House, Committee on 
the Judiciary, Corporate and Bank Mergers, 
Interim Report of the Antitrust Subcom- 
mittee (Subcommittee No. 5), Pursuant to 
H.R. 22, 84th Cong., Ist Sess. (Washing- 
ton: U. S. Government Printing Office, 
1955), Appendix 2, especially pp. 177-84. 

* Rand McNally International Bankers Di- 
rectory, First edition, 1955; Final edition, 
1954; First edition, 1953. Ostensibly, the 
direct approach of the questionnaire tech- 
nique could afford more significant data — 
both quantitative and qualitative — than 
that derived from an analysis of balance 


balance sheets of absorbing and ab- 
sorbed banks were used, that is, bal- 
ance sheets available immediately prior 
to the year in which a specific merger 
transaction occurred. This technique 
permits strict comparability of data 
and of derived ratios for acquiring and 
absorbed banks, in spite of the differ- 
ent dates on which the various merger 
agreements took place. 

The computed ratios include the fol- 
lowing: (1) the ratio of total assets of 
absorbed bank to total assets of absorb 
ing bank; (2) capital-deposit ratios for 
both absorbed banks and absorbing 
banks; (3) the ratio of the absorbed 
bank’s capital-deposit ratio to the ab- 
sorbing bank’s capital-deposit ratio; 
(4) capital-risk asset ratios for both 
absorbed banks and absorbing banks; 
(5) the ratio of total loans and dis- 
counts to total assets for both absorbed 
banks and absorbing banks. Finally, 
several of the latter ratios are com- 
bined to emphasize particular relation- 
ships. 


Preliminary Observations 


As an introduction to the presenta- 
tion and analysis of the computec 
ratios, a few preliminary observation: 
may be made. Of the 138 absorbing 
banks, 14 institutions were “repeaters,” 
that is, acquiring banks that partici 
pated in more than one merger trans 


sheets. The former approach, however, i 


beset with several serious limitations: th 
small number of banks responding to th 
questionnaire, the difficulty of extractin 
frank replies to survey questions, and th 
unavailability of operating ratios of ind 
vidual banks. See Charlotte P. Alhadeff an 
David A. Alhadeff, “Recent Bank Mergers, 
Quarterly Journal of Economics, Vol. 6 
No. 4 (November, 1955), p. 504, fn. 3. 


iil Ni ba es 


BENCHMARKS OF BANK MERGERS 


29 


Table 1. Absorbing Banks Participating in Two or More Mergers 


Involving National Banks, January 1, 1954 - April 30, 1955 
ee——=—=$@momM9awo>as9nmammam9mamaR9SaaSaSamaaSaBSmS 


Name and location of absorbing bank 


Meadow Brook National Bank 


San Francisco, California........ 
First National Bank 

McKeesport, Pennsylvania....... 
Franklin National Bank 

Franklin Square, New York...... 


Pittsburgh, Pennsylvania......... 
United States National Bank 

Rortland; Oreponter.. os 4si5. 5s 
First National Bank 

Louisville, Kentucky 
First National Bank 

Portland, Oresomnaec ss enemas ns: 
First Seneca Bank and Trust Company 

Oil City, Pennsylvania.......... 
National Bank of Westchester 

White Plains, New York......... 


First Western Bank and Trust Company 


San Francisco, California........ 


Mellon National Bank and Trust Company 


Pittsburgh, Pennsylvania........ 
National City Bank 

PLLOVNOWe VOLK teicaty. s.cle <eio) 0.8 
Seattle First National Bank 

Seattle, Washington 


Peoples First National Bank and Trust Company eee eee 


Number of 
merger 
transactions 


oOo Yb +f} fF HR DH 


40 


Source: Tabulated from data contained in U. S. Congress, House, 
Committee on the Judiciary, Corporate and Bank Mergers, Interim Re- 
port of the Antitrust Subcommittee (Subcommittee No. 5) pursuant to 
H.R. 22, 84th Cong., Ist Sess. (Washington: U.S. Government Printing 
Office, 1955), Appendix 2, pp. 177-84. 


action during the period. These 14 
banks accounted for 40 out of the total 
% 166 merger transactions, or 24.1 
sercent of the total number of mergers 
nvolving national banks between Jan- 
tary 1, 1954, and April 30, 1955. Table 
| lists the specific “repeater” banks and 
he number of merger agreements in 
which each participated. 

On the basis of individual banks, the 
66 merger transactions involved the 
ibsorption of 223 banks by 138 other 


banks. The 138 absorbing banks com- 
prised 124 institutions each transacting 
only one merger agreement, and 14 
other institutions each transacting more 
than one merger agreement.® 


* Again it should be noted that a merger 
agreement or transaction implies the ab- 
sorption of one or more separate banks by 
another bank at a particular time. Of the 
166 mergers studied, 26 transactions in- 
volved the simultaneous absorption of two 
or more banks. The largest number of banks 
absorbed in any one merger transaction was 
14, 
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Table 2. Number of Merger Transactions and Number of Absorbed Banks 
in Cities Recording Two or More Mergers Involving National Banks, 
Classified by Head-Office Location of Absorbing Bank, 

January 1, 1954 - April 30, 1955 


eS SS Eeee—eeEeoEoEoEoEaeoEooooe———— eee 4 


Number of 


Number of absorbed banks 


Head-office of absorbing merger Within Oumide 
bank or banks emi Total head-office | head-office 
actions 5 ; 
city city 

Baltimore  Viarylandi cr sare ae acer 2 2 2 0 
Whicagoilllin ois yee elereite eel ae 2 2 2 0 
DRIES, WS et ogc oes Sammon oe aoc 3 3 3 0 
Franklin Square, New York............ 3 5 0 5 
Iiegaertin INOW MCI. conn gaboouacur aor 5 5 0 5 
Wospanceles, Calitornia.suert- 3 ae =e 2 3 0 3 
HeOMIsvAllepISCNtUCKY., ceren -c6 er tone 2, 2 0 Z. 
McKeesport, Pennsylvania............. 4 6 0 6 
INewarkes New nJErSCY. 4-214 ose rns 2 2 1 1 
INewsviorks New: YOrk:).scc00- 05.520 See 5 3 3 0 
@iWiG@ity Pennsylvania... 2.) 0-u ja. = ee 4 5 0 5 
Philadelphia, Pennsylvania............. 5 8 2 6 
Ehoenixer Arizona’. ... sean comes eo ee 2 2 (0) 2 
Pittsburgh, Pennsylvania. i... ee no 6 16 0 16 
RontlandmOnregons jac eis ee a 5 22 1 21 
Sankerancisco, Californias...) sa. ee anes 10 23 0 23 
Santas@xuz. California... <4... «0a. 0- 2 2, 2, 0 
Seale, Weg oyaioe 5 jonons abyss oses 5 9 2 a 
Pl OVAPINGW AY OF KM cig Gi basics nce ale ote ees 3 3 0 3 
WWiashimeton, sD) Cee citi eno blo vaceemete ere 2 2 2 0 
Wintitesblains, New York... .5 cba aceee eee 3 3 0 3 
Wilmometon, Delaware.«.....1ayae.e2 se 2 2 0 2 
PAIR CIELES a arate ue aun tenes OO 78 130 20 110 


Source: Tabulated from data contained in U.S. Congress, House, Committee on the 
Judiciary, Corporate and Bank Mergers, Appendix 2, pp. 177-84. 


In addition, certain cities through- 
out the United States exhibited greater 
merger activity involving - national 
banks than did.other cities. Stated dif- 
ferently, cities serving as the head-office 
locations of absorbing banks reflected 
a varied pattern in terms of concluded 
merger agreements. Table 2 shows 
those cities that recorded more than 
one merger transaction involving na- 
tional banks during the period. 

The list of 22 “multi-merger” cities 
reflects several factors. All of the par- 
ticular cities are located in relatively 
heavy populated regions that contain 


many surrounding towns or villages 
Population movements to outlying areas 
or towns may serve as a factor stimu: 
lating the absorption of banks ir 
these growing areas. This observatior 
finds support in the results containec 
in Table 2. Of the total of 130 bank: 
absorbed in the 78 merger transactions 
110 banks were located outside thal 
head-office cities of the acquiring 
banks. Only 20 absorbed institution 
were located in the same cities as th 
acquiring banks. The following cities 
as shown in Table 2, witnessed merge 
among banks within the same cit 


‘ 


Baltimore; Chicago; Dallas; Newark; 
New York City; Philadelphia; Port- 
land, Oregon; Santa Cruz; Seattle; and 
Washington, D. C. These intracity 
mergers have occurred in localities 
containing relatively numerous banks. 
_ The data of Table 2 also re-empha- 
size the varied nature of the several 
states’ branch banking laws. The mer- 
ger activity of cities located in the states 
of New York, Pennsylvania, California, 
and Oregon is relatively pronounced. 
Two of these states ——-New York and 
Pennsylvania—permit limited-area 
branch banking; California and Oregon 
allow state-wide branch banking. 
Merger operations to achieve “ready- 
made” branch offices can occur more 
freely in those states with more liberal 
branch banking statutes. 

On the basis of head-office location 
of the absorbing bank, the remaining 
88 merger transactions involved the 
absorption of 93 banks. Of the latter, 
29 absorbed banks were located within 
head-office cities; the rest were located 
outside head-office cities. Cities record- 
ing more than one merger transaction 
showed a higher proportion of the ab- 
sorbed institutions lying outside the 
head-office cities of the acquiring banks 
than did those cities recording a single 
merger transaction during the period. 


Ratios Underlying Bank Mergers 


Ratios afford a simple, but conven- 
lent, means for comparing different 
Statistical magnitudes with one an- 
other, especially when the amounts 
show wide variation. The ratio tech- 
Mique permits the examination of im- 
portant relationships among the differ- 
ent accounts within a specific bank’s 


BENCHMARKS OF BANK MERGERS a 


balance sheet. In addition, the use of 
ratios allows for the appraisal of an 
individual bank’s standing in relation 
to that of other banks of varying size. 

In the appraisal of bank mergers, 
several ratios are useful in examining 
the over-all standing of a group of 
merger transactions. These ratios in- 
clude the following: size ratio, which 
permits a precise view of the compara- 
tive asset sizes of participating banks; 
capital-deposit ratio, which affords a 
measure of the safety cushion provided 
by capital funds; capital-risk asset ra- 
tio, which is an even more precise 
and realistic device for judging capital 
adequacy in the light of credit risk 
confronting banks; loan ratio, which 
provides a rough gauge of the efficient 
and productive use of banking re- 
sources; earnings position, which offers 
a way of measuring an important stim- 
ulus for banks to enter into merger 
agreements. 

The averages computed from the 
individual banks’ ratios are useful pri- 
marily for studying the financial re- 
sults of operations of individual banks, 
particularly those of banks participat- 
ing in merger transactions. 


Size Ratio 

Generally, the acquired banks in the 
166 merger transactions were consider- 
ably smaller than the absorbing banks. 
Of the 223 absorbed banks, only 15 
were as large as or larger than the ac- 
quiring institutions, as is shown in 
Table 3. Stated differently, 194 of the 
absorbed banks, or 87.0 percent of the 
total number, each held total assets 
that were less than 50 percent of the 
total assets held by each of the absorb- 
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Table 3. Distribution of Individual Ratios 
of Total Assets of Absorbed Bank to Total 
Assets of Absorbing Bank, 166 Mergers* 
Involving National Banks, January 1, 
1954 - April 30, 1955 


Table 4. Distribution of Capital-Deposit 
Ratios of Absorbed and Absorbing Banks 
Participating in 166 Mergers Involving 
National Banks, January 1, 1954- 
April 30, 1955 


Ratio of total capital | Absorbed | Absorbing 


funds to total deposits| banks banks 
20% 3:9 %.e a ee Z 0 
0S Eon 0 Fae me 21 17 
6.0) TO eos an ee 70 Bal 
8.0. 899 iy. Sas 61 44 
TOI0y al Orton ese 28 32 
12-0) 13:9. sane ae 13 8 
14-09 S159 daeoe 12 4 
16:0) 079 ae 6 6 | 
1810) 19.9 ee 5 13 
2010'S 20 canes 3) 1 
2210) peo Ome yen 0 0 
ZA” SOS een Hees 0 0 
PANS RSPAS 55 205 Slo BE 2 0 
23() ANGLOVET A trict = 0 He 
Motalke nae: ae 223 165» 


Ratio of total assets of absorbed | Number 

bank to total assets of of 

absorbing bank cases 
OKI AS AOU ena once os 128 
‘O)0)~" = SIG EO as, a reciept Rae 30 
DOOM ee OO Sar. he evetsanee oho 20 
RO: =) Shee ates mace cena 10 
A QUOME= TAO eR versie: times cust 6 
ES ()E OME te OLOR ae cocncmence Sl vekate 2 
GOO e569) enerepe oerce sea ones eeu 1 
TOO? =O ee re ee 4 
SOOM SOO Ree ak Bc alr nate he 3 
OO mer 9.9) Oe ee Bis crags =, aie 4 
NOOO) SOO Ae nase ee eee 1 
AOVO Meth OO I. Gi hie ences 0 
ZO Ome WOOL rea tes Neko cneka one = 2 
EOL SSE ROR Ale eschencenemne oe 2 

140:Ohand over: .-..5... Re eer 10> 
MGtalieerne citer s che clea eee 223 


*The 166 mergers involved the absorp- 
tion of 223 banks by 138 banks. The total 
assets of each absorbed bank are expressed 
as a percentage of the total assets of the 
absorbing bank. 

» Includes the following ratios: 
173.1, 178.4, 184.7, 
547.1, 1382.7, 1710.4. 

Source: Computed from data compiled 
by Comptroller of Currency, contained in 
U. S. Congress, House, Committee on the 
Judiciary, Corporate and Bank Mergers, 
Appendix 2, pp. 177-84. 


145.8, 
185.7, 332.0, 343.6, 


ing banks. The arithmetic mean of all 
of the individual banks’ size ratios was 
40.9 percent; if the ten size ratios above 
140 percent are excluded from the 
computations, a modified arithmetic 
mean of 18.5 percent is obtained.’ 


"The modified arithmetic mean is the 
more significant figure in this case, since a 
straight arithmetic mean is greatly influenced 
by extremely high values. , 

It should be noted that arithmetic aver- 
ages of the operating ratios of individual 
banks may differ from corresponding ratios 
computed from aggregate dollar amounts. 


* Includes ratio of 37.0. 

» Although there were only 138 individua 
absorbing banks, the capital-deposit ratic 
was computed for the absorbing bank ir 
each of the 166 mergers, thus obtaining the 
larger number of ratios for absorbing banks 
One absorbing bank was engaged solely 
trust operations and held no deposits. 

Source: Computed from sample study. 


The median of the 223 individua 
banks’ ratios is 8.7 percent, indicating 
that at least one-half of the absorbec 
banks each held total assets that wer 
8.7 percent or less of the acquirin; 
bank’s total assets. 

The comparatively small size of th 
absorbed banks underlines the use o 
the merger technique by the large 
banks to offset lagging growth posi 
tions. 


Differences arise from the equal weightin 
accorded to each bank’s figures used i 
calculating the averages, whereas the figure 
of many small and medium-sized bani 
carry little weight in aggregate dolls 
amounts. 


Capital-Deposit Ratio 

_ The distribution of capital-deposit 
ratios for absorbed and _ absorbing 
banks is similar for both types of banks. 
The data in Table 4 show that the 
arithmetic means of capital-deposit ra- 
tios are 9.5 percent for absorbed banks 
and 9.2 percent for absorbing banks; 
the median is 8.6 percent for each 
group of banks. 

The capital position of banks par- 
ticipating in merger transactions dur- 
ing the period compares favorably with 
that of all Federal Reserve member 
banks for 1954, as Table 5 shows. The 
merging banks exhibited, on the aver- 
age, higher capital-deposit ratios than 
did member banks with the exception 
of those member banks in the two low- 
est deposit-size classifications. 
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In addition, the study of the 166 
merger transactions indicated no pro- 
nounced tendency for absorbing banks 
to acquire banks with relatively higher 
capital-deposit ratios. Table 6 presents 
the distribution of the capital-deposit 
ratios of absorbed banks expressed as 
a percentage of the capital-deposit ra- 
tios of acquiring banks. In most cases, 
absorbing banks merged with institu- 
tions holding similar capital-deposit 
positions. Apparently, the enhancement 
of capital accounts via the merger 


Table 6. Distribution of Capital-Deposit 
Ratios of Absorbed Banks Expressed as 
Percentages of Capital-Deposit Ratios of 
Absorbing Banks, 166 Mergers Involving 
National Banks, January 1, 
1954 - April 30, 1955 


Capital-deposit ratio of absorbed Nanbee 
— banks expressed as a percentage of 
Table 5. Arithmetic Averages of Individual of capital-deposit ratio of ee 
Capital-Deposit Ratios of Member Banks, absorbing bank 
et, and of Absorbing and Absorbed 4 oo 299% ............... 2 
Banks Participating in 166 Mergers A OEE ne ee Ss 0 
Involving National Banks, January 1, ONG aie i ena eae ihe. 9 3 
4- April 30, 1955 5O0NT= 159.94). 0h. te ee 10 
S20 ag FOG) Sak: ae ae a 11 
OKO: (= 1B) Shea eo eiore 6 c IW 
Arithmetic average SOO) STS ee ela eae ae 28 
ee oak oud of individual 00mg 99.01 ate poe cm 33 
Gin millions) banks’ capital- «100.0 -109.9....- 0... eee e eee 22 
deposit ratios TOM O)s gc by MS Se pera enc ectieccl ong 21 
12.0 OF = 1299 rei. o: 2 acts « entane a Oks 17 
Member banks: USO. O maT 3 O50 ie besten lel vane Were 13 
feteand under. .....: WA YG: V4 OOF 1499 ee vac ensre dain ees as 10 
1S «AAO ae 10.4 PS OL0 159 Oia sents cco ome arate sere 5 
Dx ollie) ea Dol TG OLON B16 aia steteteaateie est etunes 10 
5s= ODS sae eee are 8.1 SURO” Pot WAS ES Weer ei ete Boas tancnnecar 3 
“ie PASE ae ererrecne Tac VS OL08 1899 occ its snausierauetatarees 1 
M5 50.........45. 7.0 t90O and overis.2.. aero he 168 
MO NOO oy asl > so2 oe 6.7 = = 
Me Over 100.......... 2 SROtale tee Xe x tyne a. se ee 222» 
| All groups...... 8.8% “Includes the following ratios: 206.6, 
—— 206.9, 210.6, 213.6, 214.6, 218.1, 220.8, 
Absorbing banks....... 9.2% 995.2, 234.0, 264.6, 272.2, 274.0, 275.6, 
\bsorbed banks........ 9.5% 279.5, 313.3, 363.6. 


Source: Federal Reserve member banks’ 
a taken from Federal Reserve Bulletin, 
‘une, 1955, p. 713; absorbing and absorbed 
yanks’ data computed from sample study. 


» One absorbing bank was engaged solely 
in trust operations and held no deposits. 
Hence, no capital-deposit ratio could be 
computed. 

Source: Computed from sample study. 
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Table 7. Distribution of Capital-Risk Asset Ratios of Absorbed and 
Absorbing Banks Participating in 166 Mergers Involving 
National Banks, January 1, 1954 - April 30, 1955 


Ratio of capital funds Absorbed Ratio of capital funds Absorbing 
to risk assets banks to risk assets banks 
ORO reneeg en we sitinas nM iclistets 4 8:0 Fa Mo once Seen 4 
Fae gee bai a hee Rn a a8 49 1010 @=11 ON eee eres 18 
15.0 -19.9 MP ery cana tie oaherauees 67 ADE), F520 ete Sle ae ee ee 32 
DIO) Oe ne cee eee 41 14.0 9150 eee Ane nee 21 
QE OME cate wets cies Sete ees 17, 16:0). 15792 aa a eae 21 
ON Me SA ee rats cascte oes uchandesrcienei ree aie 19 T3820" 1939 rer On ee on 
BS 0). =e). Seren erieae eaten 6 20:0 > S209) 2 ontietes Seren eee 15 
AROMA AOU ieee Soo 5 fuel Slacrayse altane 22:0) =23:9 2 Ne aaa gee 11 
ASMA DEO teres «c, \vahiascies oletieva a cateivets 5 QAO) 125 Ose, ee ee 5 
BOO: = SYA es ae aor eeoeaeienc or 1 26:07 27.9558. ee ee ee 6 a 
CSI) SRS ee ane na ae 2 280. OOD hs nce eee 3 4 
GOLORANGIOVERS e)- ccrai ne © aelestce be 30:0) = S129 Ss, cy.) taka os oe 4 
32:0" =S3.92" 2 ae, Lee ae 0 
S34 \Ovandiovertes see eee 5b 
"TOC aah ee ee, ore ae tee WE) Total eaten eee eee 166 


* Includes the following ratios: 
> Includes the following ratios: 
Source: Computed from sample study. 


route was not a significant over-all 
factor in transactions 
studied. This observation finds support 
in the computation of averages of the 
individual ratios contained in Table 6. 
The arithmetic mean is 114.5 percent; 
the modified arithmetic mean, which 
excludes the sixteen extremely high 
ratios above 190 percent, is 104.0 per- 
cent. The median ratio is 103.1 per- 
cent. 


the merger 


Capital-Risk Asset Ratio 


Another meaningful ratio that can 
be used in appraising the merger trans- 
actions is the capital-risk asset ratio. 
Risk assets include all assets other than 
cash items and United States govern- 
ment securities. The exclusion of the 
latter two groups of assets permits a 
more realistic assay of the capital ade- 
quacy of banks, since capital funds 


65.2, 68.2, 70.9, 80.4, 114.3. 
42.3, 65.0, 34.9, 50.0, 173.0. 


basically provide a cushion behind de 
positors’ claims against banks. 
Utilization of the capital-risk asse 
ratio marks an attempt to measur 
credit risk rather than capital-marke 
risk. The former risk is concerned wit! 
the possibility of default or nonpay 
ment of interest and principal. Capital 
market risk, on the other hand, refer 
to the likelihood of fluctuating price 
and interest rates —from which gov 
ernment securities are not immune 
Banks, hold mainly short 
terms, thus reducing the impact the 
any given change in interest rates wi 
have on security prices. Even grantin 
a possible appreciable drop in price 
of government securities, banks woul 
not necessarily be compelled to se 
these securities. Member banks ca 
borrow from the Federal Reserve ; 
par on their government. securitie 


| 
i 


however, 


Such borrowing, which is often shunned 
by banks, is a privilege and not a right. 
As such, recourse to this approach is 
dependent on the Federal Reserve’s 
appraisal of the specific conditions af- 
fecting member banks applying for 
accommodation. 

A comparison of the distributions 
contained in Table 7 shows that, gen- 
erally, the absorbing banks reflected 
lower capital-risk asset ratios than did 
the acquired banks. The true and 
modified arithmetic means of the ab- 
sorbed banks’ capital-risk asset ratios 
were 23.4 percent and 22.1 percent, re- 
spectively. Similar calculations for the 
acquiring banks afford a true arith- 
metic mean of 18.9 percent and a modi- 
fied mean of 17.3 percent. The medians 
were 19.3 percent for absorbed banks 
and 16.7 percent for acquiring banks. 

As a group, then, the absorbing banks 
acquired banks that on the average had 
a higher capital-risk asset position. 
Table 8 compares the average standing 
of absorbed and absorbing banks with 
the averages of individual member 
bank capital-risk asset ratios, by size of 
bank. 

The arithmetic average of absorbing 
banks’ capital-risk asset ratios is 1.8 per- 
centage points less than that for all 
groups of member banks. On the other 
hand, the arithmetic average of ab- 
sorbed banks’ capital-risk asset ratios 
exceeds that for all groups of member 
banks by 2.7 percentage points. The ab- 
sorbed banks’ average ratio compares 
favorably with all but the averages for 
the two smallest size groups of member 
banks. On balance, then, absorbing 
banks as a group enhanced their 
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Table 8. Arithmetic Averages of Individual 
Capital - Risk Asset Ratios of Member 
Banks, 1954, and of Absorbing and Ab- 
sorbed Banks Participating in 166 Mergers 
Involving National Banks, January 
1, 1954 - April 30, 1955 


Arithmetic average 
of individual 
banks’ capital- 
risk asset ratios 


Type of bank and 
deposit-size 
(in millions) 


Member banks: 


$ 1 and under....... 28.4% 
AD rae ewan ce 24.7 
RYE yeu R RS 215 
Daw Oren tartan, wore 18.8 

MOS ZO Rei ee te 1G) 

25-50 ae alae hae 16.2 

BO 1O0R A ens cree 15.4 

Overs00 Snares 16.0 
Alor OUPS tere 20.7% 
Absorbing banks....... 18.9% 
Absorbed banks........ 23.4% 


Source: Federal Reserve member banks’ 
data taken from Federal Reserve Bulletin, 
June, 1955, p. 713; absorbing and absorbed 
banks’ data computed from sample study. 


capital-risk asset positions as a result of 
their merging activity. 


Loan Ratio 


Also relevant is a comparison of ab- 
sorbed and absorbing banks with regard 
to their operations in extending loans 
and discounts. As one writer aptly 
states: “loans . . . must be considered 
as a primary form of output of com- 
mercial banks.”*® An examination of the 
proportion of total resources that the 
two groups of banks devote to loan 
production affords a rough gauge of 
efficiency “in utilizing resources in a 


® David A. Alhadeff, Monopoly and Com- 


petition in Banking (Berkeley and Los 
Angeles: University of California Press, 
1954), p. 61. 
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Table 9. Distribution of Loan Ratios of 
Absorbed and Absorbing Banks Participat- 
ing in 166 Mergers Involving National 
Banks, January 1, 1954 - April 30, 1955 


Ratio of total loans | Absorbed | Absorbing 


and discounts to banks banks 
total assets 

0.0%- 4.9%....... il (0) 
0) SSR eae 6 0 
SOMO) it eee eres 9 2 
5s OP 19) Osis cxeaciss= 18 3 
ZOO 24 Dives sie sas 28 11 
DSO 2.9 Oe ae Steere 6 32 23 
BOOM 54.9 ne sec: 37 27 
550M SOO isa cine Sy) 37 
A) ee EE een eee 28 3 
ADR OMA OO ioe. e ays cae 19 19 
SOO) cacy. se aioe eine 5 4 
SO) A eae 3 3 
BRO Galig acter si chet sicres 223 166 


Source: Computed from sample study. 


directly productive (i.e., earning) man- 


ner.’”? 
Caution must be used in appraising 
loan ratios for different banks in that 


. It is important to recognize that a 
comparatively small loan output by an in- 
dividual branch or unit bank is not 
presumably evidence of output restriction 
deliberately framed to raise prices in local 
loan markets. The proportions of loans 
and other output are a function not only 
of market structures but also of portfolio 
policy and, indeed, of general business 
policy. What may appear on the surface 
as evidence of monopolistic restriction of 
output may be nothing more than a differ- 
ent judgment on sound bank management 
—and such judgment has basically no 
connection with concentration.” 


The distribution of loan ratios for 
absorbed and absorbing banks given 
in Table 9 shows that a greater propor- 
tion of the acquiring banks fell into the 
higher loan ratio classes than did the 


* Ibid., p. 55. 
 Tbid., p. 76. 


Table 10. Arithmetic Averages of Individ- 
ual Loan Ratios of Member Banks, 1954, 
and of Absorbing and Absorbed Banks 
Participating in 166 Mergers Involving 
National Banks, January 1, 1954- 
April 30, 1955 


Type of bank and 
deposit size 
(in millions) 


Arithmetic average 
of individual 
banks’ loan ratios 


Member banks: 


§ 1 andamders. -2522 36.2% 

12 ees ee B42 

D7 by conan ern eros S225) 

B= On eee eee i hey! ' 
1OI5t eve faae ee 31.6 { 
25 = 15 eee era ee ere 324 
50-100 Sr Sires oer 334 
OvserO0E toe eee 34.1 

All groups. ..... 32.7% 
Absorbing banks....... 36.6% 
Absorbed banks........ 31.8% 

Source: Federal Reserve member banks 


data taken from Federal Reserve Bulletin 
June, 1955, p. 713; absorbing and absorbec 
banks’ data computed from sample study. 


absorbed banks. In aggregate terms 
the arithmetic average of absorbec 
banks’ loan ratios was 31.8 percent 
whereas that for absorbing banks wa 
36.6 percent. The medians were 32.: 
percent for absorbed banks and 37.! 
percent for absorbing banks. 

As Table 10 indicates, absorbin: 
banks as a group were more activ 
lenders than any size group of membe 
banks. Acquired banks, on the othe 
hand, had an arithmetic average of in 
dividual loan ratios that was lower tha 
those for all size groups of membe 
banks other than the two intermediat 
size groups with deposits between : 
million and $25 million. : 

If it is granted that one of the basi 
functions of commercial banks is { 
accommodate the sound and legitimai 
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‘credit needs of borrowers, then the ab- 
sorbing banks, as a group, indicate a 
more active performance of this func- 
tion than do absorbed banks, as a 


_ group. 


Earnings Position 

A final test that can be applied in 
examining the bank-merger movement 
is that of earnings experience of partici- 
pating banks. Relatively low earnings 
may serve as a stimulus for banks to 
enter into merger agreements — either 
as absorbing or absorbed institutions — 
as a way of expanding deposits and, 
hence, earnings. 

No detailed earnings data were avail- 
able for the banks participating in the 
166 merger transactions studied. How- 
ever, a study by the Federal Reserve 
Bank of Philadelphia of the bank- 
merger movement in the Third Federal 
Reserve District indicated that high 
capital-risk asset ratios were generally 
associated with low loan ratios and low 
earnings positions.** 

As a rough approximation, then, ten- 
tative conclusions might be made about 
the earnings positions of absorbed and 
absorbing banks by comparing the 
capital-risk asset ratios with the loan 
ratios for each of the two groups of 
banks. Tables 11 and 12 present the 
comparisons and indicate that in gen- 
eral a larger proportion of the absorb- 
ing banks with relatively low capital- 
risk asset ratios had relatively higher 
loan ratios than did absorbed banks. 
Initially, it can be concluded that ab- 


4 Federal Reserve Bank of Philadelphia, 
“The Branch and Merger Movement in the 
Third Federal Reserve District,’ Business 
Review, January, 1955, p. 5. 


sorbing banks, as a group, enjoyed more 
favorable earnings positions than did 
the group of absorbed banks. The lat- 
ter statement would be subject, of 
course, to many specific exceptions 
when individual merger agreements are 
examined. The analysis of the merger 
transactions proceeds, however, in ag- 
gregate terms rather than on a case-by- 
case basis. 

The acquiring banks represented a 
more active group of lending institu- 
tions with greater opportunities for 
more intensive and more remunerative 
use of capital funds. 


Conclusion 


The analysis of the 166 merger trans- 
actions involving national banks high- 
lights the operation of several factors 
contributing to the bank-merger move- 
ment. Significant findings of the study 
include the following: (1) population 
movements to outlying areas or towns 
tended to stimulate the absorption of 
banks in growing suburban areas; (2) in 
most cases, the absorbed banks were ap- 
preciably smaller than the absorbing 
banks; (3) absorbing banks, as a group, 
exhibited no pronounced tendency to 
acquire banks with relatively higher 
capital-deposit ratios; (4) absorbing 
banks generally improved their capital- 
risk asset positions through mergers; 
(5) absorbing banks were generally 
more active lenders than absorbed 
banks; (6) absorbing banks, as a group, 
showed more favorable earnings posi- 
tions than did absorbed banks. 

These observations suggest that on 
balance, merger operations may provide 
the basis for a more intensive utilization 
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of a community’s banking resources. 
The merger route may permit a more 
active channeling of deposit funds into 
more diversified and remunerative lend- 
ing areas, with resulting benefits for 
shareholders and public alike. 

Of course, merging may have certain 
disadvantageous effects, particularly in 


the development of undue banking con- 
centration, with the possible promotion 
of monopolistic conditions. Thus, the 
appraisal of mergers is a difficult task 
that frequently requires the weighing 
of several different, and often conflict- 
ing, factors. 


A Reconsideration of the Tableau Economique 


LESLIE FISHMAN 


Assistant Professor of Economics, University of Colorado 


FOR STUDENTS of economics, Quesnay’s 
Tableau Economique has been one of 
the major obstacles to a clear under- 
standing of the works of the Physio- 
crats. The Physiocrats themselves 
placed such stress on the table that it 
is impossible. to ignore its significance. 
However, the table when reproduced 
in either of two familiar forms is so 
confusing that it negates its purpose as 
an aid in the comprehension of Physio- 
cratic doctrine and becomes a positive 
detriinent. As Professor Alexander 
Gray candidly expressed it, 
This may be the place for such notice as 
is unavoidable of the “Tableau Econo- 
mique,” in its time the crowning achieve- 
ment of Quesnay and the Physiocratic 
school, now perhaps better reduced to an 
embarrassed footnote. Despite Dupont’s as- 
surance that the Tableau Economique is 
obscure only to those who are lacking in 
the power of comprehension, it may be 
doubted whether it will ever be anything 
but a vast mystification, a subject to be 
treated gingerly by commentators, ren- 
dered uneasy by the feeling that they do 
not quite understand what they are talking 
about.’ 

There appears to be good reason to 
try to take the Tableau out of the 
realm of vast mystification. Those 


economists who have mastered the 
table refer to it as one of the greatest 
contributions of all time. Schumpeter, 
for example, evaluates the Tableau as 
follows: 

Clearly bearing in mind the state of affairs 
in our field at about 1750 we realize that 
we feel ourselves nowhere else in economic 
literature so near to creative genius as 
when we regard the conception of this 
work alone which, as Madame Pompadour 
correctly predicted, would appear to most 
critics at best as a harmless intellectual 
toy.” 

Moreover, recent trends in economic 
theory make it imperative that the 
Tableau be studied and understood. 
Since the advent of the Keynesian sys- 
tem, macro models of precisely the 
same type as the Tableau have increas- 
ingly dominated economic theory. Part 
and parcel of this trend has been the 
acceptance of tax and fiscal policy as 
the major tool for the implementation 


* Alexander Gray, The Development of 
Economic Doctrine (London: Longmans, 
Green, 1931), p. 106. 

* Joseph Schumpeter, Economic Doctrine 
and Method (London: Allen and Unwin, 
1954), originally published as Epochen der 
Dogmen und Methodengeschichte (1912), 
p. 44. 
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of economic theory. This too was the 
premise of the Physiocrats, albeit with 
an emphasis and orientation that is a 
far cry from the United States in mid- 
twentieth century. 

Still another similarity has become 
important in the past few months. The 
major problem confronting France in 
1758, according to the Physiocrats, was 
that of accelerating the adoption of 
scientific agricultural principles, which 
required rapid capital accumulation. 
Their answer lay in the reform of the 
burdensome, feudal tax system and in 
the abolition of mercantilist privilege 
and protection. Free competition would 
result in a good price for agricultural 
products; a reformed tax system would 
permit sufficient capital to remain with 
the farmers — where it would do the 
most good to increase France’s produc- 
tion and wealth, the basis upon which 
France’s power and future glory de- 
pended. 

There are certain limited parallels 
between France of 1758 and the United 
States of 1958. With Russia’s growing 
importance in science and industry, 
American economists are likely to be 
more interested in our nation’s produc- 
tive development and less interested in 
the measurement of individual utility. 
Once again the problem of classical 
economics may come to the fore. If so, 
we could do worse than follow the lead 
of the biologists and study some of the 
early, simpler species of this type of 
economic theory. There is no better 
place to start than the Tableau; there 
is no better time than the two- 
hundredth anniversary of its publica- 
tion. 


I. 


Recent historians of economic theory 
have preferred to summarize the table 
in much the same form as did Marx, 
who, not having an actual copy of the 
original Tableau available, simply 
sketched what he considered to be its 
major feature —a shorthand, circular 
flow diagram.* Schumpeter, for exam- 
ple, refers the reader to Shigeto Tsuru’s 
presentation in the appendix to 
Sweezy’s Capitalist Development.* But 
Tsuru’s pictorial is a diagrammatic; 
summary of Marx’s version of the 
table. Roll, Rogin, Heimann, and Bell 
provide excellent literary summary de- 
scriptions of the results derived from 
the analysis of the table, but again, 
the circulation zigzag, for which Ques- 
nay is so famous, is ignored.* Henry 
Higgs, in his basic work in this field,® 
resorts to a word picture of the table 
and the zigzag. His volume The Physio- 
crats consists of his public lectures 


*Karl Marx, A History of Economic 
Theories, translated from the French by 
Terence McCarthy (New York: Langland 
Press, 1952), pp. 63-68. 

* Joseph Schumpeter, History of Economic 
Analysis (New York: Oxford University 
Press, 1954), pp. 239 ff.; Shigeto Tsuru in 
Appendix A to Paul M. Sweezy’s The 
Theory of Capitalist Development (London: 
Dobson, 1952), pp. 365-67. 

°Eric Roll, A History of Economic 
Thought (New York: Prentice-Hall, 1942), 
pp. 135-37; Leo Rogin, The Meaning and 
Validity of Economic Theory (New York: 
Harper and Brothers, 1956), pp. 17 ff.; 
Eduard Heimann, History of Economic 
Doctrines (New York: Oxford University 
Press, 1945), pp. 55-56; J. F. Bell, A His- 
tory of Economic Thought (New York: 
Ronald Press, 1953), pp. 121-44. 

“Henry Higgs, The Physiocrats (New 
York: Langland Press, 1952), pp. 36-39. 
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given at the London School of Eco- 
nomics and Professor Higgs did not 
confuse his listeners with detailed 
figures of the Tableau. 

In this note a revision of the table 
is presented with full recognition that 
revision of a historic document like the 
Tableau is fraught with considerable 
dangers — dangers of doing violence 
to the original intent and purpose. If, 
however, the original document serves 
only to mystify and confuse even the 
most careful scholars, then revision 
can do little harm and may conceiv- 
ably result in some clarification. 


i 


Quesnay divided his model of the 
French economy into three parts, as 
illustrated in Table 1: agriculture (the 
productive sector) ; manufacturing (the 
sterile sector); and the proprietors 
(the landowners—the king, the church, 
and the noblemen). Imbued with the 
naturalistic spirit of an economy that 
was overwhelmingly agricultural, the 
Physiocrats insisted that all surplus 
(produit net) came from the land. 
They enunciated the obvious, that 
only land could bring forth new prod- 
ucts — products which manufacturers 


Table 1. The Original Tableau 
This version of the Tableau is patterned after the reproduction of the original in 
Edwin Cannan’s edition of Adam Smith’s Wealth of Nations (New York: Random House, 
1937), p. xl. The original Tableau started with the farmers paying the landlords a rent of 
600 livres, a figure which had statistical importance for France in 1758, but which in our 
day is just as well rounded to even blocks of 1,000 money units. 


FARM SECTOR LANDLORDS AND PROPRIETORS MFG. SECTOR 
(KING, CHURCH, NOBLES, LANDOWNERS) 
2,000 MONEY UNITS-> > > > 2,000 
1,000 1,000 
500 REPRORUCED. SURPLUS... 500 500 
250 REPRODUCED SURPLUS, ..... 250 250 
ETC. 


Enc: 
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could then change in form only. Man- 
ufacturing could not add anything to 
the total bounty of nature; it could 
only modify the shape or form of the 
original product. Thus the manufac- 
turers added value to products, but 
only the value of the manufacturers’ 
own subsistence. They could not add 
any more than what they themselves 
consumed. Only the farmers produced 
a surplus. 

The Physiocrats believed that only 
the surplus should be taxed — that a 
single tax should be placed directly on 
the source from which all taxes ulti- 
mately would be derived. However, 
the tax would not be applied until the 
farmers had been excused from the 
stifling and smothering feudal levies. 
They favored a tax moratorium which 
would permit farmers to accumulate 
sufficient capital to put their farms on 
a scientific basis. Once the productive 
sector of the economy (agriculture) 
had put its house in order, the burden 
of supporting the crown, the nobles, 
and the church could easily be borne. 
France would assume her rightful place 
as the most powerful and prosperous 
nation in Europe. The source of the 
true wealth of the nation, its. produc- 
tive sector, would prosper and thrive. 
The farmers would produce enough 
surplus to support the luxuries of the 
court and the nobles, to provide for the 
tithes of the church, and also to de- 
preciate properly all fixed and circu- 
lating capital. 

The fixed assets required for farm- 
ing (avances primitives —farm build- 
ings, roads, drainage, equipment, and 
livestock, for example) and the circu- 
lating or working capital (avances an- 


nuelles — seed, food and clothing and 
subsistence for the farmer’s family, and 
so on) had to be maintained at all 
costs. Without the necessary capital, 
the entire economy would run down. 
The farmers would not get their proper 
yields, the surplus would be insufficient 
to support the court and the church, 
and capital would be further and fur- 
ther depleted. As the nation lived off 
its capital, it would get into ever 
worse straits. However, if only the king 
would permit the economy to reach 
the balanced position exemplified by 
Quesnay’s Tableau Economique, peace 
and prosperity would descend upor 
France. 

The Tableau Economique is an eco: 
nomic model of the French economy 
Quesnay traces the production and cir: 
culation of this three-sector economy 
through one period — a year extending 
from one harvest to the next. The con. 
fusion in the original table results fron 
Quesnay’s showing three different kind 
of transactions all alike, and all on ths 
same table. The first is the paymen 
of the surplus from the farmers to thi 
proprietors and landlords. This is ; 
rent, tax, or tithe payment, with th 
farmer receiving no tangible goods i1 
return. The second kind of transactio. 
occurs when one sector purchases good 
from another sector — the usual circu 
lation transaction where goods go i 
one direction and money in the othe 
direction. For example, farmers put 
chase manufactured goods — mone 
goes from farmers to manufacturers i 
return for goods processed by the mar 
ufacturers. The third type of activit 
is the creation of the surplus by tk 
land (reproduisent net). It is the po 


Vie ital 
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Table 2. The Revised Tableau 
| (Circulation of money only) 
gy FARM SECTOR LANDLORDS MFG. SECTOR CIRCULATIO 
2M SECTOR MFG SECTC 


2,000 —> —> —> —-» -—> -» > 


WHICH PRODUCES A 
URPLUS OF 1,000) 


WHICH PRODUCES A 


WHICH PRODUCES A 


000 — 
—_- 
“ 


“~ 


ALS FOR 
YEAR 


apo 
trayal of the creation of this surplus 
that is the source of much confusion 
in the Tableau. 

What Quesnay intended is quite 
clear. He wanted to show that every 
dollar spent with the farmers (the pro- 
ductive sector) gives rise to a surplus 
of a dollar. However, every dollar 
spent with the merchants and manu- 
facturers (the sterile groups) is simply 
respent in circulation without giving 
rise to any surplus. Thus, the greater 
the farmers’ income, the greater the 
surplus for the next year. The greater 


SURPLUS OF 500) 


SURPLUS OF 250) 


2,000 


2,000 


si eae 


ed 
500 


1,000 


1,000<—$_ 


ee ee = 2,000 


2,000 


the merchants’ and manufacturers’ in- 
come, the less the surplus for the next 
year. But on the table, the “reproduced 
surplus” (reproduisent net) appears as 
a payment from the farmers to the 
proprietors — over and above the orig- 
inal payment. Quesnay’s purpose in 
showing the “reproduced surplus” was 
clearly not to make it a duplicate pay- 
ment, which would make the table in- 
consistent, but simply to show the 
physical return of an investment in 
agriculture. 

The fourth type of transaction also 
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gives rise to some confusion in the 
table, but the source of the confusion 
is omission, rather than commission (as 
was the case with the surplus). It is 
the transactions within a sector, that 
is, farmers buying from other farmers, 
manufacturers buying from other man- 
ufacturers. Quesnay assumes that pro- 
prietor exchanges with other proprie- 
tors are simply transfers, with no new 
production going in the direction op- 
posite to the flow of money. But in the 
case of both the farmers and the manu- 
facturers, Quesnay assumes that half 
of their income is respent within their 
own sectors. In the case of the manu- 
this 


necessary to buy from the farmers the 


facturers amounts to the sum 
raw materials necessary for the next 
year’s production. In the case of the 
farmers it amounts to half the sum 
necessary to pay the proprietors the 
rent, tithes, and taxes. The other half 
of the rent money comes from the raw 
material purchases by the manufac- 
turers. 

The revised version of the Tableau 
(Table 2) differs from the original in 
two important ways: First, the creation 
of the surplus at each stage in the cir- 
culation is placed in parentheses; it is 
not treated as an actual circulation 
payment from farmer to proprietor. 
The payment of rent, tithes, and taxes 
takes place only at the beginning of 
the period (although the revised table 
shows it twice, at the beginning and 


at the end to indicate how the next 
period’s circulation would get under 
way. The second difference between — 
the original and the revised tables is 
that the new table shows how the farm- 
ers and the sterile groups spend all 
their income at each stage of circula- 
tion. The original Tableau shows the 
zigzag with each group trading only 
half as much with the other at each 
subsequent stage of circulation. What ; 
happens to the other half of its income 
is not shown. As it appears in the 
Tableau, the zigzag is an example of a 
sectorial multiplier, with the value of 
2 (or, a propensity to spend of .5). 
One-half of the previous transaction is 
withdrawn from “productive” circula- 
tion for the next round. The revised 
table shows that the amount with- 
drawn is circulated within the respec- 
tive sectors, and then used at the end 
of the period to settle accounts with 
the other sectors. The manufacturers 
use their money by purchasing from 
the farmers the raw materials to re- 
store their circulating capital. The 
farmers use their money, plus the “raw 
material” money from the manufac- 
turers, to pay the rent, tithes, and 
taxes. 

These revisions appear to be com- 
pletely within the spirit of the Tableau. 
From Quesnay’s word explanation of 
the table (explication) it is obvious 
that the reproduisent net should not be 


interpreted as a money payment. It 
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shows, in real terms, the 100 percent 
return resulting from a capital invest- 
ment in agriculture. In Quesnay’s 
words, the expenditures (dépenses) of 
the productive sector are explained as 
- follows: 

' [the receipts] are spent by the Farmer, half 
upon the consumption of products fur- 
nished by this same class, and the other 
half upon clothing, implements, tools, &c. 
which he buys of the sterile class. And 
they arise again with the net product. 
Similarly, Quesnay explains the expend- 
iture of the sterile group as: 

half on productive expenditures in the pur- 
chase of subsistence, raw materials, and for 
foreign commerce; the other half is dis- 
tributed among the sterile class itself for 
living expenses, and to restore the avances." 


The second major revision is also 
in keeping with Quesnay’s design. The 
Tableau reveals how half of the in- 
come is respent with farmers —or as 
Quesnay phrased it, “moitié passe ict” 
(“half passes here”). So farmers have 
one-half of the money income with 
which to pay the next year’s rent. But 
the circular flow should show how the 
farmers obtain the needed additional 
money income to pay the full rent. The 
revised table makes the assumptions 
(1) that the avances required by the 
sterile group must be purchased from 

the farmers; (2) that the avances are 

*Frangois Quesnay, “Explanation of the 
Economic Table,” in A. E. Monroe, Early 


Economic Thought (Cambridge: Harvard 
University Press, 1924), pp. 341-48. 


purchased only once a year; and 
(3) that the 1,000 money units involved 
in this transfer pass from the farmers 
to the landlords to complete the rent 
payment. If these occur, then the land- 
lords have the same amount of cur- 
rency they started with, 2,000 money 
the 
(money and goods) for the next year 


units, and circulation process 
can once again get under way. 

From Quesnay’s explanatory notes, 
it is obvious that he had a fairly elab- 
orate economic model in mind — far 
more elaborate than the bare bones 
provided in the Tableau. But the table 
itself does not permit a very extended 
economy. For example, although Ques- 
nay writes in terms of “merchants,” 
“commerce,” and “foreign trade,” the 
Tableau actually assumes a closed econ- 
omy, with no foreign trade. Similarly, 
to be internally consistent, the table 
assumes a stationary state and competi- 
tive markets, with money as a neutral 
numéraire. The revised table is in keep- 
ing with this more limited three-sector 
model. 

Til. 

Many other versions of the Tableau, 
variations on this same theme, could 
be developed. One such alternative, for 
example, would be to reduce the 
amount of currency to 1,000 units, in- 
crease velocity, and have the landlords 
make two annual purchases instead of 


one. Similarly, a new zigzag scheme 
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Table 3. The Revised Tableau 


(Circulation of goods only) 


FARM SECTOR LANDLORDS MFG. SECTOR 


2,000 "WORKING CAPITAL" 


,000 "DEPRECIATION 
1,000 FOOD 
1,000 FOOD ] 
1,000 RAW MATERIALS 


——<———————————— _|,000 MED: GOODS 


1,000 MFD. GOODS 


6,000 of gross output 2,000 gross output 
less 1,000 of mfd. goods used in production less 2,000 farm goods used 

5,000 of output in production, 
less 1,000 depreciation leaves no 


4,000 net output, consisting of produtt net 


* 2,000 working capital 
2,000 produit net 


Gross national product: 


3,000 food (produced by farmers) 

2,000 mfd. goods (half produced by farmers as raw materials and half by mfrs. in 
processing ) 

1,000 depreciation (produced and used by farmers) 

6,000 


National income: 
2,000 produit net (consumed by landlords) 
2,000 working capital (consumed by farmers) 
1,000 subsistence (consumed by manufacturers) 
5,000 


Total transactions between sectors (the 3,000 advances within farm sector not included): 
2,000 paid to landlords by farmers as produit net 
4,000 between farmers and manufacturers 
1,000 purchases of raw materials by manufacturers from farmers 
7,000 


Ratios: 


(1) “Surplus” ratio, the produit net as a percentage of working capital: 
2,000 — 2,000 = 100. 

(2) Velocity of money between sectors: 7,000 ~ 2,000 = 3.5 times per year. 

(3) Propensity to consume of farm and mfg. sectors: .5 or a multiplier of 2. 
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could be worked out so as to show a 
continuous series of purchases of raw 
materials by the manufacturers. But 
these, and other similar models, would 
change the original Tableau far more 
than does the revised table. The pro- 
posed revision is one that closely par- 
allels the original, is consistent, is easily 
read, and does not violate Quesnay’s 
analytical purpose.® 

It is also helpful, in connection with 
a reconsideration of the Tableau, to 
summarize the movement of goods in 
a form that is similar to current De- 
partment of Commerce national income 
concepts. (See Table 3.) To make this 
summary complete, and as simple as 
the revised table, several additional as- 
sumptions are necessary: (1) All manu- 
factured goods purchased by the farm- 


ers are used in the productive process 
* There is also the very real possibility 
that Quesnay did not intend the Tableau 
to be an actual model of the economy, in the 
same sense that “model” is used today. Per- 
haps he meant it to be no more than a 
skeleton outline of an economic theory, 
which would permit the reader to observe, 
in general pictorial terms, the source of the 
produit net. If this is true, then a literal 
explanation, of the type attempted here and 
in all discussions of the Physiocrats, is out 
of order. The figures, perhaps, were never 
“meant to add up or to be consistent. Such 
an interpretation would explain, among 
other things, why Quesnay could ignore the 
reproduisent net in his explanation of the 
table —the reproduisent net was simply a 
pictorialization of the real growth of the sur- 
plus and was not confused with the produit 
net (in money terms), which the farmers 
paid to the landlords. 


of farming, and not for final personal 
consumption. Thus, they should be 
treated as intermediate goods and 
should not be included in the national 
None of the 


manufactured goods used in manufac- 


income accounts. (2) 


turing pass through the process of cir- 
culation. They are not used for final 
personal consumption but are used up 
in the process of manufacturing. Thus, 
they are also intermediate goods that 
do not show up explicitly in the na- 


tional income accounts. 


IV. 


The question remains, Does the re- 
vised table help us to understand the 
Physiocratic system? It shows most 
clearly that, given the Physiocratic as- 
sumptions and perspective, the produit 
net is completely dependent upon the 
farming sector of the economy. The 
sterile manufacturing sector does not 
in any way contribute to the surplus, 
upon which the strength and prosperity 
of France supposedly depended. So far 
as the produit net originated and arose 
from the capital advanced in the farm- 
ing sector, proper channeling of capital 
into agriculture (instead of manufac- 
turing) would have led to the greater 
glory of France and the king. 

The revised table does not provide 
any new insights into Physiocratic 
thought or into the Physiocratic model 
of the economy. It does, however, per- 
mit one to see immediately how the 
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Tableau “proves” that the farmers were 
the sole source of the produit net. 
Moreover, the circulation of money, as 
depicted by the Tableau, is made con- 
sistent with the movement and con- 
sumption of goods. The sum of the 
total transactions equals the total re- 
quirements of a stationary state and 
permits a clear-cut grasp of the Physio- 


cratic analytical model. On the occasion 
of the two-hundredth anniversary of 
the founding of “scientific” economic 
thought, one is once again struck by the 
brilliant and insightful conception of 
Quesnay’s consistent, clear, and master- 
ful model of the circulation of money 
and goods in the French economy. 


Federal Agencies and 
the Creation of Gross National Product* 


ROBERT FREEDMAN, JR. 


Assistant Professor of Economics, Colgate University 


FEDERAL AGENCIES have been an inte- 
gral part of the United States economy 
for more than thirty years. Beginning 
with the Farm Credit Administration 
(FCA) in 1921, Congress has created 
special agencies as the need dictated to 
cope with problems which were beyond 
the scope or ability of private enter- 
prises and which required Federal in- 
tervention. By 1948 (the year for most 
of the statistics of this study), there 
were eight Federal agencies giving fi- 
nancial aid to the housing, farm, and 
business sectors of the economy (see 
Table 1).1 The purpose of this article 
is to estimate the contribution Federal 
aid agencies make to gross national 
product (GNP), so as to place these 


* This article is based on the author’s 
unpublished doctoral dissertation, “The In- 
flationary Impact of Eight Federal Aid 
Agencies” (Yale University, 1953). Funds 
to complete this article were provided by 
the Colgate University Research Committee. 
The author is indebted to Richard Ruggles 
for his criticism of an earlier draft. 

Fiscal 1948 was selected because it was 
the only ‘“‘normal” year between the end of 
World War II and the Korean War. 
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little-understood organizations in per- 
spective.” 

It should be emphasized that this 
study covers the years 1946-50 and 
that changes may have been made in 
the organization, financing, and func- 
tions of these agencies. Specifically, the 
Reconstruction Finance Corporation is 
now in the process of liquidation and 
the Federal Home Loan Banks are no 
longer part of the Housing and Home 
Finance Agency. With these exceptions, 
the findings remain valid. 

The justification for considering 
these eight agencies as a group is that 
they have had important functional 
similarities which distinguish them 
from other Federal institutions. (1) All 
eight agencies offer financial aid or 
cause private financial aid to be ex- 


Tt has been argued elsewhere that Fed- 
eral agencies tend to influence the pattern 
of interest rates as well as the availability 
of capital. See R. Freedman, Jr., “Federal 
Credit Agencies and the Structure of Money 
Markets, Interest Rates and the Availability 
of Capital,” Quarterly Journal of Economics, 
Vol. 69, No. 3 (August, 1955), pp. 421-44. 
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Table 1. Functions and Financing of Eight Federal Agencies, 1946-50 


De 


Agency 


1. Housing and Home 
Finance Agency 


Federal Home Loan 
Banks 


Public Housing 
Administration 


Federal Housing 
Administration 


Federal National Mort- 
gage Association 


2. Farm Credit 
Administration 


Banks for Cooperatives 


Federal Intermediate 
Credit Banks 


Federal Land Banks 


Production Credit 
Corporations 


3. Commodity Credit 
Corporation 


4. Rural Electrification 
Administration 


5. Farmers Home 
Administration 


Sources of funds 


Borrowings on the market. 


Borrowings from U. S. 
Treasury; appropriations 
for deficits; construction 
loans refinanced by public 
security sales. 


Insurance premiums; fees; 
appropriations for certain 
administrative purposes and 
capital in insurance funds. 
Up to 1950, borrowings from 
RFC. (Since 1950, borrow- 
ings from the U. S. Treasury.) 


Treasury capital purchases; 
borrowings from FICB’s; 
public issues of debentures. 


Debentures sales to public; 
‘Treasury-owned capital 
stock; a revolving fund; 
other borrowings from pri- 
vate sources and Federal 
Reserve. 


Bond sales on open market; 
capital stock sales to 
borrowers; borrowings from 
commercial banks. 


Capital stock held by U.S. 
Treasury. 


Borrowings from U. S. 
Treasury; appropriations to 
cover deficit. 


Borrowings from the U. S. 
Treasury. 


U. S. Treasury appropria- 
tions. 


Major functions 


Lend to privately owned 
members of FHLB system, 
largely Federal Savings 
and Loan Associations. 


Lends to local housing 
authorities for low-cost 
housing projects; sub- 

sidizes operating losses. 


Insures home mortgage 
loans of private lending 
institutions. 


Purchases and sells FHA 
insured and VA guaran- 
teed and insured mort- 
gages of private lenders. 


Make short-, medium- and 
long-term loans to coopera- 
tive farm associations for 
operating capital, purchase 
of facilities, commodity 
handling. 

Make short- and inter- 
mediate-term self-liqui- 
dating loans to production 
credit associations, live- 
stock loan companies, and 
commercial banks. 

Make long-term direct 
loans to farmers to pur- 
chase land, equipment, etc. 


Supervise production 
credit associations; holds 
PCA capital stock; do 
not lend. 


Supports farm prices by 
purchase of agricultural 
products. 

Makes long-term loans to 
rural electrical coopera- 
tives for construction of 
electrical facilities. (Since 
1950 lends to rural co-ops 
for telephone systems.) 


Makes intermediate- and 
long-term loans to subsist- 
ence farmers for farm 
ownership, water facilities, 
farm operation, home con- 
struction and repair, 
disaster, and production. 


a ee et a 


cal 
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Table 1. Functions and Financing of Eight Federal Agencies, 1946-50 (Continued) 


Agency 


6. Reconstruction 
Finance Corporation 


7. Export-Import Bank 


Sources of funds 


Borrowings from U. S. 
Treasury; capital stock pur- 
chases by U. S. Treasury. 


Borrowings from U. S. 
Treasury; capital stock held 
by U. S. Treasury. 


Major functions 


Lends to public and private 
agencies where credit is not 
available at reasonable 
rates. Term lending (up to 
10 years) to small business. 
Lends to business for ex- 
port and import where the 
risks are too great for pri- 


8. Veterans’ Adminis- 
tration tions. 


tended to private persons. (2) All op- 
erate in fields ordinarily intended to 
be the exclusive domain of private 
enterprise. They exist to perform func- 
tions usually performed by private in- 
stitutions, and their operations are 
subsidized in varying degrees. (3) All 
agencies hope in time to recover their 
outlays (capital plus interest, minus 
subsidy). 

The desire to recover original outlays 
suggests some significant differences 
among the eight agencies, since they 
have different expectations as to re- 
payment. Except for minor subsidies, 
some agencies, for example the Farm 
Credit Administration, are business- 
type lenders to the same degree as 
private banks. Sometimes such an 
agency has even more conservative 
lending policies than private institu- 
tions. Other agencies, such as the Com- 
modity Credit Corporation (CCC), 
while delighted to accept repayment, 
do not consider the possibility of re- 


U. S. Treasury appropria- 


vate capital; lends to 
foreign countries or busi- 
nessmen for economic 
development; guarantees 
currency convertibility 
for American investors in 
foreign countries. 
Partially guarantees and 
insures private home and 
farm mortgages and loans 
to start businesses. 


payment an important condition for the 
original extension of aid. An antici- 
pated subsidy of 100 percent of aid 
would not deter its lending. Between 
these two extremes, the remaining agen- 
cies vary with respect to the amount 
by which they are willing to subsidize 
aid recipients. 

The question of subsidy is relevant 
to the question of income creation by 
agencies in that the necessity for sub- 
sidy suggests areas in which private 
enterprises cannot operate and further 
indicates that agency aid is a “net” 
addition to gross national product over 
and above what is created in the pri- 
vate sector. 

Limiting the meaning of “income 
creation” as we do here raises two 
issues. (1) If such agencies operate 
during periods of full employment, how 
can they be said to create real income 
rather than merely to add to inflation- 
ary pressures? (2) Assuming that 
agencies do contribute to inflation in 
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such periods, what criteria ought to be 
applied so that their activities may be 
curtailed, if desirable? 

The answer to the first question is 
that the activities of income-creating 
government agencies are no more in- 
flationary than those of other spending 
units. Inflation, of course, can be pre- 
vented only by reducing spending some- 
where in the economy. Federal agencies 
are only one of a large number of 
financial institutions that contribute to 
inflation and they contribute real and 
money income in the sarne way as 
private spenders. 

In addition, the consideration of the 
second issue may lead to the conclusion 
that there is no greater a priori reason 
to contract Federal agency operations 
than to curtail spending in the private 
sectors. In brief, Congress has decided, 
for reasons whose validity need not be 
discussed here, that aid recipients have 
legitimate claims on scarce resources, 
even in periods of full employment. 
This is the reason for Congress’ willing- 
ness to subsidize agency operations. 
Thus a presumption is created that un- 
less agencies are actively competitive 
with private organizations, the pattern 
of resource allocation consequent to 
agency activities: is “desirable.” One 
need not agree with Congress’ judg- 
ment, but a researcher is precluded 
from asserting, without further investi- 
gation, that it is the activities of Fed- 
eral agencies that distort resource 
allocation and that they should be 
given special treatment during periods 
of inflation. For present purposes, 
therefore, it is sufficient to measure the 
income-creating ability of Federal agen- 
cies without passing judgment upon 


whether they lead to poor resource al- 
location or economic instability. 


Four Problems in Measurement 


The problems of estimating the con- 
tribution of agencies to gross national 
product are difficult to resolve and. 
must be handled in all too arbitrary a 
fashion. To declare that Federal 
agency aid makes a “net” addition to 
GNP is to assume that: (1) agency 
aid does not compete with private, 
spending; (2) the secondary effects of 
such aid can be measured accurately, 
both via the multiplier and by its ef- 
fects upon changes in the expectations 
of private investors; (3) one can ac- 
curately estimate not only the “net” 
gain of the aid, but also the loss in 
income that comes from repayment by 
aid recipients; and (4) it is possible to 
measure the income effects of agency 
borrowing and repayment, both in the 
open market and at the Treasury. 
Each of these problems requires further 
discussion. 


Competition with Private Institutions 


The fundamental problem in deter- 
mining whether agency aid makes a 
“net” addition to income is whether it 
is complementary to or competitive 
with private institutions.? If agencies 
compete, their aid may create income 
but the income created is not a net 
addition to gross national product. If 
agency aid is complementary, it does 
not reduce private spending and makes 
a net addition to GNP. Problems arise 


* Whether agencies should or should not 
compete need not be discussed here. The 
issue is whether in the absence of the agency 
national income would have been smaller. 
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because agency aid may be both com- 
petitive and complementary. For ex- 
ample, Production Credit Associations 
(PCA’s) are sometimes considered com- 
petitive with private country banks. If 
the PCA’s ceased to exist, country banks 
would probably increase the amount 
of their loans. That the country banks 
would assume all of the loans released 
by the PCA’s is doubtful, since the 
PCA’s probably accept risks unaccept- 
able to private lenders.t Hence there 
would be some reduction in lending, 
although the extent cannot be deter- 
mined, if PCA activities were curtailed. 

Other FCA lenders — the Federal 
Intermediate Credit Banks (FICB’s) 
and Banks for Cooperatives (BC’s) — 
probably are also competitive with 
private institutions to a degree. The 
FICB’s, almost the sole source of 
financing for the PCA’s, do act as 
bankers’ banks for certain private insti- 
tutions. However, both the PCA’s and 
the private lenders could probably, in 
the absence of the FICB’s, find other 
sources of financing. 

The justification for the Banks for 
Cooperatives seems to lie as much in 
a social policy favorable to cooperatives 
as in the credit needs of such institu- 
tions. The larger marketing coopera- 
tives surely would not suffer a lack of 
funds in the absence of these banks. 
However, as with the FICB’s, no clear 
answer can be given to the question of 
what would occur should the Banks for 
Cooperatives cease to exist. 

The same holds for the Federal Sav- 
ings and Loan Associations (FSLA’s), 


*Some private lenders may be too small 
to handle all of the new business which they 
would acquire or they may feel that it is 
not worth trying to get. 


the private protégés of the Federal 
Home Loan Banks (FHLB’s).° 
These institutions are primarily fi- 
nanced by depositors and private lend- 
ers even though they do borrow from 
the FHLB’s. Historically these institu- 
tions (like the farm lenders) have per- 
formed their greatest service in areas 
not well served by private lenders. 
Partly because of the development of 
a “national” money market, and partly 
because the FSLA’s are now financially 
mature, the removal of FHLB support 
would not greatly alter the flow of 
mortgage loans. If the FSLA’s ceased 
to exist, many areas in the United 
States where specialized lending insti- 
tutions are scarce would find mortgage 
credit reduced. 

The RFC may also have been a 
competitor with other sources of cap- 
ital The RFC loaned only where 
capital was unavailable at “reasonable 
rates.” The RFC did not require the 
borrower to secure funds if they were 
available only at “unreasonable” rates 
or if they could be secured only by 
equity financing or by canvassing banks 
in other areas. 

The remaining agencies are less likely 
to compete directly with private enter- 
prise and are likely to make a “net” 
contribution to gross national product. 
The Farmers Home Administration pri- 
marily aids marginal and submarginal 
farmers by repayable loans and sub- 
sidies. Aid is directed toward farmers 
who it is felt would graduate to the 


>The Federal Housing Administration, 
Veterans’ Administration, and Federal Na- 
tional Mortgage Association do not compete 
in that their task is to bring about private 
lending. They are credited with these results 
in the measurement of GNP. 
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good-risk class and would eventually 
shift to private financing. When origi- 
nally rendered, Farmers Home Admin- 
istration aid is not competitive with 
private credit. 

The Public Housing Administration 
(PHA), subagency of the Housing and 
Finance Agency (HHFA), 
which is responsible for low-rent hous- 
ing projects, deliberately subsidizes low- 
income tenants. This agency prescribes 
below-cost rents and pays the losses 
incurred.°® rage as to 
whether this constitutes competition 
with private home builders. It does not 
seem likely that such housing interferes 
with new construction since the tenants’ 
incomes are too low for them to build 
or buy new housing. It probably does 
decrease the rental income of tenement 


Home 


Arguments 


and slum owners whose tenants leave. 
However, the value of construction plus 
PHA loss subsidy, assuming tenants’ 
rental payments remain unchanged as 
to amount, probably accurately reflect 
PHA contributions to GNP. 

Whether the Rural Electrification 
Administration (REA), in lending to 
rural electrical and telephone coopera- 
tives, competes with the privately owned 
public utilities is also the subject of 
much controversy: In any event the 
REA does give a great deal of free 
assistance, including technical and ad- 


*PHA funds pay for construction. The 
government is “reimbursed” by the sale of 
PHA-guaranteed bonds on the bond market. 
The PHA pays off the bondholders’ prin- 
cipal plus interest at the guaranteed rate. 
This involves a subsidy since rental income 
is designed to be too small to cover all 
these costs. The interest payment to private 
bondholders is a subsidy to bondholders since 
the government finances the original con- 
struction costs and guarantees the interest, 
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ministrative advice, to the local cooper- 
atives. A further subsidy is involved 
because the REA lends for long pe- 
riods of time (up to forty years) at the 
same rate at which it borrows from 
the Treasury without extracting a risk 
premium on what is, in many instances, 
a risky loan. The argument is that the 
success of a cooperative does depend 
to some degree on subsidy, otherwise 
the area would not have been by- 
passed by private utilities. Often the 
failure of public utilities to build elec- 
trical facilities is either sumply lack of 
enterprise or business acumen. It is 
doubtless true that were there no REA, 
many areas of the country would be 
without electrical and telephone service. 

The Commodity Credit Corporation 
(CCC), lender on a nonrecourse basis 
to support certain agricultural com- 
modity prices, is clearly a device for 
the creation of income. Income is 
created equal to the amount of the 
subsidy plus any increase in income due 
to the increase in the price of unsup- 
ported competitive commodities minus 
income losses, if any, due to the decline 
in the prices of complementary com- 
modities not supported. 

The Export-Import Bank (Exim 
Bank) is primarily concerned with 
financing the exports and imports of 
goods which, because of the hazards of 
long-term international credit, cannot 
be financed privately. Since interna- 
tional lending involves risks which are 
essentially uninsurable, such as war, 
internal upset, and political intransi- 
gencies, and since the borrower needs to 
prove that private credit is unavailable 
before receiving a loan, it is unlikely 
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that Exim loans are competitive with 
“private ones.’ 


Multiplier Effects 


In addition to the problems of 
agency competition with private enter- 
prise, the question arises of the degree 
to which agency activities dampen or 
spur secondary spending. Once the di- 
rect increase in GNP is measured, a 
multiplier may be applied. Such a mul- 
tiplier will account for changes in in- 
-vestment, foreign trade, and govern- 
ment expenditures as a consequence of 
changes in GNP. This study will use a 
multiplier for the year 1948. However, 
a mechanical application of a multi- 
plier can be misleading because private 
and foreign investments are not simple 
functions of income but depend on ex- 
pectations and interest rates as well. 

It has already been suggested that 
agencies tend to influence interest-rate 
patterns. To the extent that investment 
is related to interest rates, and to the 
extent that agencies are responsible for 
lowered rates of interest, agencies spur 
secondary spending. 

Credit agencies may improve expec- 
tations by the certainty of the avail- 
ability of their credit. Farm Credit 
Administration agencies and the Fed- 
eral Home Loan Bank system are 
specifically concerned with providing 
adequate supplies of credit. Thus farm- 
ers and home builders, dependent on 
the expectation of continuous and de- 
pendable credit flows, may be encour- 
aged to invest. 


™To the contrary, if the Exim Bank can 
get a private lender to extend all or part 
of the required credit, the bank will agree 
to take over the privately held share at the 
will of the lender. 


The influence of other agencies in all 
probability is to improve expectations, 
but there are counterarguments. For 
example, it is possible that private 
utilities refrain from investing because 
they abhor Rural Electrification Ad- 
ministration loans to cooperatives as 
proof of the threat of “creeping social- 
ism.” However, dampened expectations 
in this direction may be offset by the 
optimism of appliance manufacturers 
contemplating growing markets due to 
low rates or the penetration of elec- 
tricity into areas hitherto unserved. 

The same kind of argument may be 
applied to the Public Housing Admin- 
istration. Here too, it may be argued 
that PHA activities damage the morale 
of private builders although the post- 
war record of construction belies this 
contention. Of course one may insist 
that the housing boom would have 
been greater in the absence of the 
PHA, but this defies proof. 

Analysis of the remaining agencies 
is the same as for the REA and PHA. 
Aside from the question of direct com- 
petition, increased incomes due to 
agency lending should improve expec- 
tations. On the other hand expectations 
may be damaged if agencies seem to 
threaten the solvency of the govern- 
ment or the institution of free enter- 
prise. 

Conceptually, it is difficult to isolate 
what one means by speaking of agency 
contributions to GNP because private 
spending and agency aid are so com- 
pletely interrelated. 


Effects of Repayment 


When measuring agency aid the 
question arises as to the treatment of 
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repayment of funds loaned by agencies 
in prior years. From the accounting 
point of view, the question is whether 
to measure only “loans written” during 
the year or to subtract “loans repaid” 
from “loans written” to get “change in 
loans outstanding.” Clearly, failing to 
account for repayment  overstates 
agency contributions to GNP since 
these funds, neutralized by repayment, 
might have been spent to create in- 
come. For purposes of computation 
“change in loans outstanding” is the 
relevant measure. 

An analysis of the utilization of 
agency funds aids in determining 
agency contributions to GNP. But since 
funds for repayment may come from 
many sources, such as borrowings from 
banks and other agencies, sales of real 
or financial assets, or out of income, it 
is impossible to measure the reduction 
of income occasioned by the necessity 
to repay agencies. In this study, for 
lack of better information, and because 
most agency aid is designed to be re- 
paid out of income earned with agency 
aid, it will be assumed that repayments 
are income reducing in the same de- 
gree as the original aid was income 
creating.® 


Money Market Effects 


A further complication in the meas- 
urement of gross national product at- 


* Most aid by agencies is designed to in- 
crease the earning power of the recipient. 
The recipient presumably repays out of 
earned income. Since many recipients are 
individuals and individuals have a high 
marginal propensity to consume, repayment 
reduces consumption. If the recipient is a 
corporation, repayment may not reduce in- 
come quite so much since it is uncertain 
what proportion of the corporation’s earn- 
ings would have been reinvested. 
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tributable to agencies arises because — 


agencies borrow funds which might 


have been spent for income creation | 
by others. Repayments by agencies have — 


the reverse effects. 
Agencies borrow the bulk of their 
funds from commercial banks, the open 


market, and the Treasury. If the bank-— 


ing system has excess reserves, or if the 


Treasury has a cash surplus or borrows _ 
either from the Federal Reserve or 
from the public when there are excess _ 
reserves in the banking system, no other! 
user is deprived of funds. In such in- 


stances, agency aid may result in a net 
addition to GNP. This is true only if, 
when agencies borrow from the Treas- 


ury or the public, the Treasury borrows | 
from the Federal Reserve which creates © 


new money or uses excess reserves. 

If the money market tightens as a 
consequence of agency borrowing from 
the public or as a consequence of Treas- 


ury borrowing from the public on be- | 
half of agencies, some agency income 
creation is likely to be at the expense | 


of those who, because of higher interest 
rates or more stringent terms, are un- 
able or unwilling to borrow. 

Agency repayment eases the money 
market and aids private borrowers 
when the effect is to reduce interest 
rates or relax the conditions of lending. 


. . | 
Further, agencies sometimes borrow | 


in excess of lendings and accept repay- 
ments from their debtors in excess of 
their own returns to agency creditors. 
These funds are usually deposited in the 
Federal Reserve. Such hoarding of 


funds tends to tighten the money mar- | 
ket and to affect private financial | 


transactions adversely. 
It is difficult to assign causality to 


agencies when measuring their contri- | 
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Table 2. Change in Aid Outstanding by Federal Agencies, Fiscal 1948* 
(Millions of dollars) 
—S——ee—eosseows0nmasapew0OwOTFSSSS 


Agency Increase Decrease 
Housing and Home Finance Agency: 
Public Fousing Administration............2+.00++e+000- 4.7» 
Farm Credit Administration: 
HederaleIntermediate Credit Banks... ...... 0c acess ass 1838 
Sco SEL OT COOP CLatlv eset tat Sen ce ws Se ass eG ses one ees VIE 
Higa Upyave ll bial 0a 4 Aes Aide ree en Shas 
Bomrmodity Credit Corporation: .....-2.-....00e+ec2ne ee cs IT 
mural Electrification Administration: .................-... 224.58 
mecnicrs Home Administration: «0.5520 +. cc eee sh Ree oe 62.95 
feconstruction Finance Corporation..................++-+ 100.13 
PEON Map onte oak Och cist eiye eecs s ern ceslas Po ee te 478 . 4) 
UGH, 5 o odin 3.5.01 Reena 5 ORC: ai ate. 5 eae ee er 901.6 DS) 
INIGE (CLES, 35cm uloncisiee petit at, OEE ae ec ore ea ae ee ee 605.7 


* Excludes agencies in liquidation. 

» Housing and Home Finance Agency, Second Annual Report, 1948, pp. 338-39. 

* Farm Credit Administration, Annual Report, 1947-48, p. 118. This figure represents 
all of the change in loans outstanding of the FICB’s except loans to PCA’s which are 
included in Table 3. 

“Ibid., p. 127; and Annual Report, 1946-47, p. 89. 

°FCA, Annual Report, 1947-48, pp. 148-49; ibid., 1948-49, p. 24. 

*U. S. Department of Agriculture, Agricultural Finance Review, November, 1947, 
p. 147; ibid., November, 1948, p. 114; USDA, Report of the President of the CCC, 1948, 
pp. 5 and 25; Budget of the United States for the Fiscal Year, 1950, p. 1237. The CCC 
sold out of inventory during fiscal 1948 in excess of loans and purchases made, receiving 
a surplus of income over outgo. 

® U.S. Department of the Treasury, Treasury Bulletin, November, 1948, p. 64. 

» Letter from the Farmers Home Administration, dated April 17, 1950. 

*Computed from Annual Report and Financial Statements of the Reconstruction Fi- 
nance Corporation and Subsidiaries, p. 16. Excludes all nonlending activities of the RFC. 
Includes mortgages guaranteed and insured by the VA and FHA purchased and sold by 
the FNMA. Includes loans made by private lenders and partially guaranteed by the RFC 
which were acquired by the RFC under purchase commitments. Most of the increase in 
loans outstanding was due to FNMA mortgage purchases. 

J Export-Import Bank, Fourth Semi-Annual Report to Congress, p. 40; and Sixth Semi- 
Annual Report to Congress, p. 48. 


nitude of agency influences on private 
spending. 


bution to GNP even though agency 
activity may appear to be the proximate 


cause. Agencies sometimes compete with 
private institutions and sometimes 
change the environment in which pri- 
yate institutions operate. Further, one 
may trace the economic consequences 
xf agency acts upon the relevant var- 
ables which, in turn, determine private 
spending. But this indicates only the 
Jirection of the effect and not the mag- 


Accordingly, measurement must be 
partial and must be based on simplify- 
ing procedures: 

(1) Estimates of the volume of in- 
come created by giving aid to final 
(private) spenders are made without 
regard to the qualifications discussed 
above. 


(2) Repayment is assumed to reduce 
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GNP to the same extent that the orig- 
inal aid added to income. Thus, if 10 
percent of the agency aid contributed 
to income, 10 percent of repayments 
reduces income. Under this assumption, 
10 percent of “change in aid outstand- 
ing” in Table 2 would be considered 
income creating. 


(3) No attempt is made to account 
for changes in private spending due 
to agencies except that which occurs 
via the multiplier. Computations are 
based on the income-creating propor- 
tion of net change, times the multiplier. 


(4) Income creation is the process 
of producing new goods and services; 
funds spent for the purchase of exist- 
ing goods are not considered income 
creating. 


Income Created by Federal 
Agencies, 1948 


Changes in Aid Outstanding, 1948 


The first step in calculating the effect 
of agency activities on GNP is to com- 
pute the change in aid outstanding. 
This has been done in three separate 
but cumulative tables, each of which 
requires a word of explanation. 

Table 2 includes aid given, directly 
to the private sector of the economy by 
government agencies. The change in 
aid outstanding between 1947 and 1948 
was a little more than $600 million. 

However, in counting the change in 
aid outstanding due to government- 
operated agencies, we are omitting 
what is perhaps the most important 
function of government agencies — the 
guaranteeing and insuring of loans 
made by private lenders. Table 3 ac- 
counts for these insured and guaranteed 


Table 3. Change in Direct Aid Outstand- : 
ing by Federal Agencies and in Private 
Loans Insured and Guaranteed by 
the FHA and VA, Fiscal 1948 


(Millions of dollars) 


Type of loan Amount 

Direct loans =o. - eee eee 605.79 

FHA insured loans..-. 4a: = 1,619%85 

VA guaranteed loans......... 1,975.08 
Total 23. i... sae tree: 4,200.5 


*"See Vable 2. 

”HHFA, Insured Mortgage Portfolio, 3rd! 
Quarter, 1947, p. 23; ibid., 1948, p. 285 ; 
Housing Statistics, January 1950, p. 565% 
Fifteenth Annual Report of the FHA, p. 9.. 

© Veterans’ Administration, Administrataan 
of Veterans’ Affairs, Annual Report, 1947,) 
pp. 56 and 208; ibid., 1948, p. 76. Some) 
figures used to find the total change in loans 
outstanding represent estimates of repay- ; 
ments. Only the guaranteed portion of loans 
was used in estimates; this was about 90) 
percent of the total loans made. 


| 
loans made by the Veterans’ ee 
tration and the Federal Housing! 
Administration. 

Table 4 deals with the two remain-- 
ing agencies. They are the HHFA Fed-- 
eral Home Loan Banks and privately) 
owned members of the system (largely) 
Federal Savings and Loan Associa-} 
tions), and the FCA Production Credit} 
Corporations and members of that sys-- 
tem (Production Credit Associations) .. 
It will be remembered that neither; 
parent agency lends directly to the pub-; 
lic but that members of their lending: 
systems do. The question arises as to 
whether one ought to count all loans: 
made by private members as part of! 
agency loans. Since we are concerned! 
only with Federal aid, even though the: 
members of both associations lend not 
only with agency funds (the PCA’s: 
borrow from the FICB’s (but with 


funds acquired from individual depos- 
itors and private lenders, the decision 


Table 4. Change in Aid Outstanding by 
Direct Lenders, Insurers, Guarantors, 
and Private Members of Federal 
Lending Systems, Fiscal 1948 
(Millions of dollars) 


Type of loan Amount 
Direct lenders, insurers, and 
SM ARATILOLS Pre sini) = sic at eis 4,200.5* 
Advances of the Federal Home 
HeoantBanks jane). vrs sees 59.6» 
Production Credit Associations 
(discounts with Federal 
Intermediate Credit Banks). T01.1° 
MRC alee © crete c's savers etise cate os 4,361.2 


afsee) Liable: 3: 

>HHFA, Third Annual Report, 1949, p. 
144; Combined Financial Statement, Mem- 
bers of the FHLB System, 1948, p. 5. The 
gross change in loans outstanding was nearly 
$1.7 billion in 1948. Since about one-fourth 
were insured or guaranteed by the VA and 
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is to measure only that portion of loans 
made by member associations financed 
by borrowings from Federal agencies. 

The figures shown can be refined so 
as to provide the amount of contribu- 
tion made by agencies to gross national 
product. (See Table 5 and explana- 
tions. ) 


Conclusions 


Despite the difficulty in determining 
a justifiable base on which to calculate 
the amount of GNP due to Federal 
agencies, the contribution of these agen- 
cies is by no means inconsequential. 
There is the likelihood that these esti- 
mates understate the total economic 
importance of Federal aid, since their 
influence upon interest rates and expec- 
tations is likely to encourage increased 
private spending, a result that would 
increase the significance of these agen- 


FHA, one-fourth was deducted to avoid 
double counting. 
© FCA, Annual Report, 1948-49, p. 124. 


cies, even though the increase cannot 
be calculated.® 


Calculation of Net Addition to GNP, 1948 


Table 5 combines the income-creating loans made directly by agencies through 
private members of Federal lending systems, as well as the insurance of private 
loans by the FHA and VA.?° In fiscal 1948 these totaled about $3.8 billion while 
GNP for the economy as a whole amounted to $248.3 billion. This was about 
1.5 percent of GNP. Going one step further, assume an instantaneous multiplier 
of 2 or 3.1! With this assumption, the induced income was either $7.6 billion or 
$11.4 billion, depending upon the multiplier used. Under these conditions Federal 
agency contribution in 1948 was 3 or 4 percent of GNP, a not inconsiderable 
amount for a period when one of the largest agencies, the Commodity Credit 


°R, Freedman, Jr., “Federal Credit Agencies,” Quarterly Journal of Economics, Vol. 
69, No. 3 (August, 1955), pp. 421-44. iy 

The existence of the Federal National Mortgage Association also accounts for the 
willingness on the part of private lenders to write VA and FHA mortgages, but since this 
particular agency’s influence is reflected in VA and FHA loans, no separate calculation 
need be made. 

4 Arthur Smithies, “Keynesian Economics: The Propensity to Consume and the 
Multiplier,” Papers and Proceedings of the American Economic Association, Vol. 38, No. 2 


(May, 1948), pp. 299-305. 
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Table 5. Estimated Change in Income-Creating Loans Outstanding 
by Federal Agencies, in Dollars and as a Percentage of Total 
Change in Loans Outstanding, Fiscal 1948 


Change in income-creating loans 


outstanding 
peer Ke As percentage of 
pret on total change in 
loans outstanding 
1. Members of Federal Home Loan Bank System 
(advances of MEM B only, ae seinol ei e + 25.0 42 
2 Public Housing Administration. ........--.--s+-"- ae 4.7 100 
3. Federal Housing Administration (insured loans)..... +1,415.0 87 
4. Production Credit Associations (discounts with 
JEG: Or Msc didenice ooo sn elbn Gnas oan Oo © qe ilOibet 100 {! 
5. Federal Intermediate Credit, Banks (loans to non- ; 
Hederallimstifutions) acetate eee ee = 1873 100 
Gaebanksitorm Cooperativiesr.. ate aici Arist asia eee Se kOe 100 
Heebecderalt Cand (Banksia. oo ese aos eis cree =~ 16-1 30 
Se Commodity, Credit! Corporations.) tee ANTS 100 
9. Rural Electrification Administration............... ae SD 100 
10) Farmers Home Administration’... ...0.. 5.255.456 - ie STS) 95 | 
11. Reconstruction Finance Corporation.............. ee Oe oo | 
12eiixport-lmiport) Bankr. eats <0 a ai ees se eters + 478.4 100 
13. Veterans’ Administration (guaranteed portion of | 
OATS) Perea a dred cots wacker eceeee ae eee oe teen +15, 73220 87 | 
TE he ey DOR eR ERE +3,806.3 87 | 


Corporation, was virtually dormant and competing private sources were able to _ 
supply adequate credit. | 

Table 5 contains a summary of the contribution to gross national product — 
made by thirteen Federal agencies in 1948. The following paragraphs describe 
the method used to convert the data of Tables 2, 3, and 4, in order to reveal the 
extent of the contribution to GNP. 


Line 1. Of the $59.6 million change in loans outstanding due to advances 
of the FHLB to member institutions (Table 4), only 42 percent or $25.0 million 
was income creating. This statistic was computed by assuming that the same per- | 
centage of funds used by member institutions (FSLA) for income-creating pur- 
poses (exclusive of VA and FHA guaranteed loans which are computed 


elsewhere) should be applied to FHLB loans to these institutions. The 42 percent 
was computed as follows: 


| 
| 
| 
| 


Total-change'in FSLA loans outstanding... «as. oe eee $1.70 billion 
Deduct: 25% VA and FHA guarantecs.«]. 5) aie ee .42 billion 
Deduct: Non-income-creating loans for purchase, refinancing, and 

capital transfer’. ..0:% 3 eng Wee tia  el e .57 billion 
Value of income-creating loans (construction, $507 million; 

reconditioning, $51 million; all other, $152 million)......... $ .71 billion 


This total, $710 million, is 42 percent of $1.7 billion; 42 percent of $59.6 million 
is $25.0 million. 
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Line 2. The Public Housing Administration loaned to build and operate 
housing projects. All of this activity was income creating. Thus 100 percent of 
the change in loans outstanding, $4.7 million, is entered in Table 5. 

Line 3. Eighty-seven percent of the Federal Housing Administration insured 
loans were income creating. 


Total change in FHA loans outstanding...................... $1.620 billion 
Deduct: Loans for purchase of existing housing................ .205 billion 


Value of income-creating loans (new construction and 
Bec ORCPROUININE tt AE Peels ye P Os cre ac wyetade's 4a aos eyes 4 $1.415 billion 
The value of income-creating loans, $1.415 billion, was 87 percent of $1.62 billion. 

Line 4. Production Credit Association loans were used- for the purchases of 
seed, feed, fertilizer, and other items entering directly into production. Thus 100 
percent of the loans of the PCA’s were considered income creating. Only those 
loans made by the privately owned PCA’s which were financed by Federal agency 
sources (FICB’s) have been counted, since income created by the use of funds 
borrowed from other private sources cannot be credited to Federal agencies. 

All of the $101.1 million change in loans outstanding was treated as income 
creating. 

Line 5. Federal Intermediate Credit Bank loans not counted under the PCA 
(Line 4) or under Banks for Cooperatives (Line 6) are shown here. FICB loans 
were all for productive purposes, and 100 percent of the $18.3 million change in 
loans outstanding was considered income creating. 

Line 6. Banks for Cooperatives made short- and intermediate-iterm loans to 
cooperative associations for working capital, marketing, and warehousing com- 
modities. All three types of loans were income creating. Long-term facility loans 
were also made. Since all of these uses of funds created income, it was assumed 
that 100 percent of the change in loans outstanding of $76.5 million was income 
creating. 

Line 7. Only 30 percent of the loans of the Federal Land Banks were income 
creating. A study of the uses to which loans were put in 1949 shows the following 
uses: 43 percent for refinancing mortgages; 16 percent for real estate purchases; 
11 percent for refinancing chattel mortgages and current liabilities; 14 percent 
for building improvement and repair; 15 percent for farm operation. Hence, 
of the change in loans outstanding of (minus) $55.1 million, roughly 30 percent 
or $16.1 million was income creating. 


Line 8. All of the Commodity Credit Corporation loans were income creating. 
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They were for inventory accumulation, marketing, and other purposes, all of 
which contributed to GNP. Thus 100 percent of the change in loans outstanding 
of (minus) $177.9 million have been shown in the summary table. 


Line 9. Rural Electrification Administration loans were made for the creation 
of electrical facilities, an income-creating activity. Therefore 100 percent of the 
change in loans outstanding of $224.5 million was considered to be a contribution 
to GNP. 

Line 10. Farmers Home Administration loans were for farm operation 
(—$58.9 million), farm ownership (—$6.8 million) and water facility installa- 
tion (+$.3 million). A small portion of these activities was concerned with insur- 
ing private loans to farmers for farm improvement and the purchase of old of 
existing facilities (+$2.5 million). Of this amount, 21 percent was for farm im- 
provement; the rest, 79 percent, for old or existing facilities. Thus 95 percent of 
the change in loans outstanding or (minus) $59.5 million was income creating. 


Change in loans outstanding’... .).. <5 «0 sen sense arene oe —$62.9 million 
Deduct: 79% of +$2.5 million (insured loans for old and 

existing fACiiItlES).<.5:.5 eis oe oot ys eee ae eee eee + 2.0 million 
Deduct: 79% of —$6.8 million (direct loans for farm purchase 

ANG INA prOVEMONt) 12 Geis os oe oe emer eee — 5.4 million 


Value of income-creating loans (farm operation, —$58.9 mil- 
lion; 21% of direct and insured farm purchase loans, —$.9 
million; water facilities, +$.3 million).................. — $59.5 million 


Line 11. Reconstruction Finance Corporation loans were income creating 


by (minus) $15.7 million in 1948.7? 


Change ih:loans. outstanding... cwa. cee ne eee ek eee +$100.1 million 
Deduct: 50% industrial and commercial loans (50% of $35.2 

million) $73.45 i. la ee eee + 17.6 million 
Deduct: 50% deferred participation loans (50% of $27 million) — 13.5 million 


Deduct: 100% FNMA purchases of FHA and VA mortgages... + 111.7 million 


Value of income-creating loans (50% industrial and commer- 
cial loans, +$17.6 million; 50% deferred participation 
loans, —$13.5 million; 100% loans to political subdivi- 
sions of states and territories, +$14.6 million; 100% loans 
to the United Kingdom, — $34.4 million).............. —$ 15.7 million 


Line 12. The Export-Import Bank loans were entirely income creating ir 


“Sources of the statistics from which the income-creating proportion of loan change: 
were computed are as follows: U. S. Congress, Senate, Hearings Before a Special Sub 
Committee on Banking and Currency, on S.R. 132, Part 2 (January, 1948), 80th Cong. 
2nd Sess., p. 580; RFC, Annnal Report and Financial Statements of the RFC 1948, pp 


16-17; Letter from the RFC dated May 5, 1950; Hearings, op. cit., Part 1 (December 
1947), p. 191. 
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that they were used for the purchase of new goods.1? Thus 100 percent of the 
change i in loans outstanding of $478.4 million was a contribution to GNP. 

Line 13. Veterans’ Administration loan guarantees were 87 percent income 
creating. Thus 87% of $1.9 billion or $1.7 billion was income creating. Com- 
putation of this figure is quite complex since the VA reported cumulative loan 
guarantee figures rather than the change in loans outstanding.1¢ However, it 
was stated that in 1948, 3.2 percent of home loans, 10 percent of farm loans, 
and 20 percent of business loans were repaid. In 1948, 2.4 percent of all loans 
outstanding had been repaid. Thus the change in loans outstanding was computed 
by taking the cumulative totals for each type of loan (farm and business loans 
were negligible, amounting, in some cases, to less than $100 million) in each 
year and applying the percentage repayment given above. In 1947, it was neces- 
sary to compute each type at 2.4 percent owing to the lack of better data. When 
these adjusted totals of loans outstanding were found, those outstanding for 1947 
were subtracted from those outstanding in 1948. The computations were as fol- 
lows (dollar amounts in millions) : 


Cumulative, Percent Amount Outstanding, 
1948 repaid repaid 1948 
LOINC Meee tere tsa iors en GIS. wi $3 .291 BP $ .105 $3.186 
SE ANIRA RCP nck Pe ccs baxeis) ce -eseneicers% .081 10.0 .008 .073 
ES UISIMIESS erty weve ste eric e ss - 5 ill) 20.0 .023 .092 
$3.487 $ .136 $3.351 
Cumulative, Percent Amount Outstanding, 
1947 repaid repaid 1947 
lp hove i, GO 6G Ce ere $1.350 2.4 $ .032 $1.318 
AE ANITA our iegsiccdeiave for eNonas eter tiesioneca yas! 6 .027 2.4 .001 .026 
ISTISINESS ered ye eteritens riers a 3ye- .033 2.4 .001 .032 
$1.410 $ .034 $1.376 
Total Home Farm Business 
Outstanding, 1948.......... $3.351 $3.186 $ .073 $ .092 
Outstanding, 1947.......... 1.376 LSS .026 .032 
$1.975 $1.868 $ .047 $ .060 


No figures were given describing the uses to which the insured funds were put. 
[It is assumed that farm and business loans were all income creating since most 
of the funds went for “production.” In any case, the amounts involved were 
negligible. For lack of better data, it is assumed that funds were used for the same 


*Tetter dated May 3, 1950. 
4 See footnote c, Table 3. 
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purposes as FHA insured loan funds. GNP due to the VA is computed as follows 


(dollar amounts in billions) : 


Change in loans 


outstanding 
$ .047 


$1.975 


Percent 
income-creating 
100 
100 

87 


Amount 
income-creating 
$ .047 

.060 
12625 


$1 .732 


The reader is reminded that these calculations are based only on that portion of 
loans insured or guaranteed by the VA. The total amount of the actual loans 
came to twice that since VA loans were 50 percent guaranteed. In many cases 
the rest of the loan was FHA insured and has already been accounted for. 


! 
f 


Books Reviewed 


A Theory of the Consumption Func- 
tion. By Milton Friedman (Prince- 
ton: Princeton University Press for 


the National Bureau of Economic 
Research, 1957. Pp. xvi, 243. $4.75) 


As Friedman points out, research in 
consumption was greatly stimulated by 
Keynes, who wrote that “current con- 
sumption expenditure is a highly de- 
pendable and stable function of current 
income” and that “the amount of ag- 
gregate consumption mainly depends 
on the amount of aggregate income 
(both measured in terms of wage 
units).” In addition, Keynes went on 
to say “when real income is increased, 
consumption will not increase by the 
same absolute amount, hence a greater 
proportion of income is saved as real 
income increases.” 

Research at first confirmed Keynes’s 
theory but then different findings threw 
doubt on it. Kuznets’ study of United 
States savings between 1899 and 1948 
showed that there had been no increase 
in the percentage of income saved dur- 
ing half a century despite a substantial 
rise in real income. Dorothy Brady and 
Rose Friedman found that the expend- 
itures of consumer units depend not 
on current income but on the position 
of the consumer unit in the income 
scale of the community (this is known 


as the relative income hypothesis). 
Duesenberry stressed the effect of emu- 
lation of one’s neighbors on the con- 
sumption patterns of consumer units 
and found that consumption was re- 
lated not to current income but to the 
highest level previously reached. Mo- 
digliani independently came to much 
the same conclusions regarding the 
effect on consumption of the previous 
highest level of income. Tobin, on the 
other hand, favors the current income 
hypothesis over the relative income 
hypothesis but suggests that changes in 
wealth may explain the constancy over 
time of the fraction of income saved. 

These doubts regarding the validity 
of Keynes’s analysis coupled with dis- 
cussions over a number of years with 
Dorothy Brady and Margaret Reid, 
both of whom are pioneers in research 
in consumption economics, stimulated 
Milton Friedman to reappraise con- 
sumption function theory. Friedman 
feels that he has developed a general 
theory of the consumption function 
which is substantiated by the empirical 
research which has been carried out 
over a number of years. 

Friedman’s hypothesis can be stated 
briefly in one equation: 

Cp = k(i,w,u) Yp 


Planned or permanent consumption 


[ 67 ] 
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(Cp) is a fraction (k) of planned or 
permanent income (Yp) that does not 
depend on the size of permanent in- 
come but depends on other variables, 
in particular the interest rate (i), the 
ratio of nonhuman wealth to income 
(w), and other factors affecting the 
consumer unit’s taste for current con- 
sumption versus the accumulation of as- 
sets (u) —-such factors as age, size of 
family, education, and the degree of 
uncertainty attached to the receipt 
of income. Permanent consumption is 
one component of measured (or cur- 
rent) consumption, the other compo- 
nent being transitory consumption. 
Similarly, measured income is made up 
of permanent and transitory income. 
The transitory components reflect the 
influence of factors regarded as chance 
or random by the consumer unit, as 
well as errors of measurement. 
Friedman’s model depends on two 
explicit assumptions and a definition of 
consumption expenditures which in- 
cludes the use value of consumer dur- 
able goods (ie. depreciation) but not 
the purchase price. The difference be- 
tween the purchase price of a durable 
good and its use value is considered 
savings. The first assumption’ is that 
the transitory components of consump- 
tion and income are uncorrelated with 
their corresponding permanent com- 
ponents or with each other. This means 
that a windfall of income (transitory 
component) will not cause a corre- 
sponding increase in consumption ex- 
penditures unless permanent income 
increases. Friedman argues that a wind- 
fall is more likely to increase savings 
(through durable good purchases) than 
to increase consumption expenditures. 


The second assumption is that the mean 
transitory components of consumption 
and income are zero. This assumption 
is not essential to the hypothesis but 
simplifies the analysis. 

He then proceeds to test his hypothe- 
sis against the body of existing budget 
and time series data; some of his con- 
clusions follow: 


(1) A period of three years or slightly 
longer is necessary for obtaining a con- 
sumer unit’s permanent income. 


(2) It is possible to determine the 
relative importance of permanent and 
transitory components of income for 
each budget study by ascertaining the 
elasticity of income with regard to con- 
sumption. Also if it is assumed that the 
transitory components of income and 
consumption are zero for the group as 
a whole, then mean current income (or 
measured income as Friedman terms it) 
equals mean permanent income for the 
group. Similarly average current con- 
sumption expenditures equal mean per: 
manent consumption expenditures. 


(3) Transitory factors account fot 
about 2 percent of the variance in cur: 
rent consumption expenditures anc 
about 18 percent of current income 
These differences in the importance o 
the transitory components arise becaust 
consumption expenditures are the sun 
of expenditures for a large number o 
items and individual items may be af 
fected in opposite directions wherea 
income is usually dependent on on 
major source. 


(4) The average propensity to con 
sume is remarkably similar for the dif 
ferent family budget studies carried ou 
in the United States from 1888 to 195( 


» 


Except for the 1944 study when war- 
time savings were unusually high, the 
average propensities over the period 
varied from .89 to .92. Similarly Gold- 
smith’s study of savings shows aggregate 
Savings to have been a fairly constant 
percentage of disposable income from 
1897 to 1949. This constancy of savings 
and consumption is not required by 
Friedman’s hypothesis. Why should con- 
sumption have been so constant when 
real income was increasing? It must be 
that the variables affecting k (in Fried- 
man’s equation) and the distribution 
of consumer units by these variables 
have been either constant or offsetting 
in their effects. It seems most probable 
that the effects have been offsetting one 
another because of the declining rela- 
tive importance of farming (which 
tends to raise k), the declining size of 
family (which tends to lower k), and 
the altered role of the state in the pro- 
vision of security. 

(5) Budget studies have shown that 
consumption expenditures of farm fam- 
ilies are lower at each absolute level of 
income than those of nonfarm families, 
that their expenditures increase less 
rapidly as current income rises, and 
that k has a lower value than for non- 
farm families. Similarly urban entre- 
preneurs have lower values of k than 
urban nonentrepreneurial families. 
Friedman found that k averaged .90-.95 
for wage-earner families compared with 
.80-.90 for entrepreneurs. He attributes 
the lower values of k for the entre- 
preneurs to greater uncertainty of in- 
come prospects which makes the need 
for a reserve against emergencies 
sreater. Also the entrepreneurs can earn 
a higher rate of return by direct invest- 
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ment in their own enterprises than 
wage earners can earn by indirect in- 
vestment through financial intermedi- 
aries. 


(6) Studies indicate that both the 
elasticity of consumption and the av- 
erage propensity to consume are higher 
for Britain and Sweden than for the 
United States. Friedman attributes this 
to the fact that transitory factors are 
more important in the United States 
than in the other countries (approxi- 
mately 18 percent of average current 
income in the United States is transi- 
tory compared with 13 percent in the 
United Kingdom), and that the need 
for reserves for emergencies is less in 
the United Kingdom than in the United 
States because of greater social security 
by government, less shifting between 
classes, and so on. 

(7) The more traditional methods of 
studying consumer behavior led to the 
conclusion that negro families spent a 
smaller proportion of current income 
on consumption than white families in 
the same locality. Friednian’s analysis 
leads to just the opposite conclusion — 
the prospensity to consume is a larger 
percentage of permanent income for 
negro families than for white families. 
He finds that a larger percentage of 
the income of negro families is transi- 
tory; hence, by using current income 
rather than permanent income, con- 
sumption appears lower for negro fam- 
ilies than for whites. 

(8) Duesenberry found that as cur- 
rent income decreases or increases, 
there is a lag in the change in consump- 
tion expenditures. Friedman argues that 
these so-called lags in consumption are 
due to the effects of the transitory com- 
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ponents of income, that consumers base 
their consumption patterns on perma- 
nent rather than on current income. 
Thus a three-year period is much more 
realistic than a one-year period of in- 
come observation. 

What importance does Friedman at- 
tach to the acceptance of his hypothesis 
by his contemporaries? He feels that 
acceptance will mean that greater em- 
phasis will be placed on finding the 
major determinants of k and on meas- 
uring their influence; that regressions 
of consumption on income will now be 
used to determine the proportion of 
permanent income in total income; and 
that budget studies will cover more 
than one year. His hypothesis is impor- 
tant too for the theory of economic 
development of underdeveloped coun- 
tries. If the savings ratio is independent 
of the level of income, the old argu- 
ment of maintaining inequality to main- 
tain a high level of savings in order to 
foster economic development would no 
longer be valid. In the Friedman model 
high saving comes about not because of 
inequality of income but because of un- 
certainty, as long as the uncertainty 
does not reduce return on investment. 

Friedman’s book should stimulate 
some soul searching among economists 
regarding consumption function theory 
and its ability to explain consumer be- 
havior.* The reviewer believes that this 
stimulation alone will be a significant 
contribution whether the hypothesis is 
amplified, modified, or forgotten in the 


*For a critique of Friedman’s hypothesis 
see “Consumption Patterns and Permanent 
Income,” by Irwin Friend and Irving B. 
Kravis, American Economic Review, Vol. 
47 (May, 1957), pp. 536-55. 


next decade. Friedman’s use of the per- 
manent income concept helps to clarify 
many formerly contradictory findings. 
His classification of the use value of 
consumer durables as current consump- 
tion with the balance of the purchase 
price as savings is a useful method of 
classification, although not originated 
by Friedman. However, lack of knowl- 
edge of the life of consumer durables 
makes it rather impractical. Friedman 
also leaves many questions unanswered, 
particularly the influence of the factors! 
i (interest rate), w (ratio of nonhuman 
wealth to income), and u (other fac- 
tors such as age, size of family, and 
education) on consumption and sav- 
ings. Perhaps the Ford Foundation 
study on consumer behavior will be 
able to throw considerably more light 
on the savings of consumers, and thus 
on the theory of the consumption func- 
tion. 
Jean M. Due 

Champaign, [llinois 


Balances and Imbalances of Payments. 
By Sir Geoffrey Crowther (Boston: 
Harvard University, Graduate 
School of Business Administration, 
Division of Research, 1957. Pp. vii, 
70. $2.00) 


As long as fifteen or twenty years 
ago, the author, then editor and now 
managing director of The Economist, 
sounded the dollar shortage alarm (see 
the references in Professor Kindleber- 
gers Ihe Dollar Shortage, pp. 3-4) ; 
and events of the intervening decades 
have not shaken Sir Geoffrey’s belief 
in the reality of “a chronic tendency 
toward a shortage of dollars.” Indeed. 
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the central theme of this slim volume 
(the George H. Leatherbee Lectures, 
1957) is a defense of his refreshingly 
bold prediction that full convertibility 
is not just around the corner. 

Sir Geoffrey’s admittedly approxi- 
mate characterization of the situation 
today is that the free world is itself 
divided into two (financial) worlds. We 
have, on the one hand, the sterling area 
and EPU countries (the “free Eastern 
Hemisphere’), linked by the common 
membership of the United Kingdom. 
On the other, there is the “dollar 
area,” comprising the North American 
countries and the independent Carib- 
bean states. Within each of these worlds, 
there exists a considerable freedom 
from currency restrictions — at the 
very least, as far as current transac- 
tions are concerned. For trade between 
these worlds, however, such is not at 
all the case. It is just this structure, in 
both aspects, that is confidently ex- 
pected to “remain with us for a very 
long time.” 

Why this expectation? Essentially, it 
stems from an appraisal of war and 
political change: wars that have, be- 
cause Europe was the battlefield, in- 
creased so greatly the relative economic 
strength of the United States; and do- 
mestic political developments, felt in 
most free world countries, that have 
sapped the effectiveness of the classical 
balance-of-payments adjustment mech- 
anisms. Because the United States is so 
strong relatively, the gap (at current 
prices) between the demand for its ex- 
ports and its demand for imports 1s 
necessarily large — both historically and 
relative to dollar reserves. For the same 
reason, the respective demand elastici- 


ties are probably very small; in fact, 
there is in Sir Geoffrey’s mind no ques- 
tion but that both demand curves are 
relatively inelastic, and moreover, a 
suspicion that the sum of the elasticities 
is less than one. But even ignoring this 
suspicion, the implication is clear: at 
a minimum, the restoration of a trade 
balance would require a very consider- 
able price adjustment. The difficulty, 
as the author sees it, is that exchange 
rate or domestic price level adjustments 
of the magnitude required are, for 
political reasons, quite out of the ques- 
tion. Then, too, the possibility of a 
devaluation-induced capital flight or 
domestic inflation cannot be easily dis- 
missed. 

Moreover, in Sir Geoffrey’s opinion, 
we are not likely to find a remedy for 
trade imbalance in American capital 
outflows. He does not, as a matter of 
definition, regard a balance based on 
governmental action as a_ legitimate 
solution. More than this, however, his 
feeling is that the United States aid 
program, now too small to solve the 
problem, is not likely to be increased 
in the near future. Finally, he is no 
more optimistic about private capital 
flows to underdeveloped countries; it 
is unlikely, as Sir Geoffrey sees it, that 
the amount of capital that underde- 
veloped countries can absorb per unit 
of time will, for technical and other 
reasons, prove large enough to offer a 
full solution to the dollar shortage. 

Certainly, for believers in one world 
(financially speaking), this is a thesis 
of despair. Not so for the author. For, 
as he points out, we do have two 
worlds, not twenty or thirty. And in his 
prediction of a continuing dollar prob- 
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lem there is the guarantee of converti- 
bility over wide regions. There is not 
much chance, according to Sir Geof- 
frey, that trade imbalances between 
sterling-EPU countries will become so 
great in the foreseeable future as to re- 
quire other than the classical remedies; 
witness the plans for a Common Mar- 
ket and a Free Trade Area. But’ per- 
haps even more important is Sir 
Geoffrey’s belief that the now existent 
payments barriers offer no serious ob- 
stacle to over-all political unity in the 
free world. 

This, then, in capsule form, is the 
argument of Sir Geoffrey’s latest book. 
Of course, no attempt at a detailed ap- 
praisal can be given here, so let two 
rather obvious comments suffice. First, 
the author’s argument is of the “broad 
brush” variety; none of the points ad- 
vanced are considered in detail (statis- 
tical or otherwise), and for this rea- 
son, the book can hardly be compared 
with (say) Professor Triffin’s recent 
Europe and the Money Muddle, which 
explores the same problem. But clearly, 
this is a limitation imposed by the occa- 
sion that prompted the essay. Second, 
the book is readable and (for the type 
of effort it is) provocative in’the ex- 
treme; again, however, this can hardly 
come as a surprise to those already 
familiar with The Economist. 


Joun H. Karexen 
University of Minnesota 


Enterprise in Oil: A History of Shell 
in the United States. By Kendall 
Beaton (New York: Appleton- 
Century-Crofts, 1957. Pp. xiii, 815. 
$7.50) 


In many respects this biography of | 
the American subsidiary of the Royal 
Dutch-Shell Group resembles other re- 
cent oil company histories. It is long; 
it is scrupulously footnoted; and the 
sponsoring company is credited by its 
biographer with the utmost cooperation 
in opening files and making key person- 
nel available for interviews. As an ex- 
journalist, Kendall Beaton is aware of 
the possibility that the sheer quantity 
of information spread before the reader 
may lead to surfeit. Indeed, he fears! 
that “Many aspects of the history . . . 
are too specialized or too detailed to 
interest the general reader” (p. vil). 
Even so, he hopes that his book will 
assist “some future historian” in “arriv- 
ing at a better appraisal of the Shell 
companies and their place in the Amer- 
ican scene.” 

Beaton is unduly modest on two 
counts. In the first place he has spared 
his readers the mammoth sentences, the 
oppressive sense of rigid organization, 
and the mounting tedium of conven- 
tional business history prose. A clear, 
imaginative, and unobtrusively grace- 
ful style infuses with meaning and ex- 
citement what could easily have been 
dull passages. Shifts in the nomencla- 
ture of Shell gasolines are made to 
carry something of the melodramatic 
suspense that accompanies the unfold- 
ing of drilling developments at the 
Ventura field. More important, it would 
seem that, considered purely as busi- 
ness history, Beaton’s performance needs 
few apologies. Its defects in this regard 
— which will be touched on later — 
are certainly no greater than appear in 
the finished products of other workers 
in the field, including those of the Har- 
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vard School to whom the author ac- 
knowledges his intellectual indebtedness 
(p. 702). The “future historian” of the 
American petroleum industry by dili- 
gent use of the table of contents, the 
admirably organized index, and a ten- 
page chronology of important events 
will be able to synthesize from this book 
a valuable survey of Shell. Beaton’s use 
of his sources is such as to inspire con- 
fidence, and indeed a measure of ad- 
miration, in view of the linguistic and 
geographical problems encountered in 
his research. 

From an organizational standpoint, 
Shell presents obstacles in addition to 
those usually faced by the business his- 
torian committed to an encyclopedic 
endeavor. To begin with, despite its 
vaguely functional character (pp. 54- 
55), the division of the Royal Dutch- 
Shell management between London and 
The Hague seems never to have been 
strictly adhered to although the top- 
level geologists and engineers staffing 
the United States companies during 
the twenties and thirties were pretty 
uniformly Dutch. Nor does the division 
of responsibility between the Group and 
the American companies and among 
the American companies themselves 
ever become completely clear — prob- 
ably because there was no explicit 
understanding on the matter by the top 
officials themselves. For instance, the 
acquisition of the New England Oil 
Refining Company in 1928, by which 
Shell entered the eastern market, had 
been foreshadowed in 1925 by “con- 
siderable correspondence” between 
“Corbett in London, Van Eck and 
Airey in New York, Godber in St. Louis 
and Legh-Jones in San Francisco” (p. 


316). Yet it was officials of Asiatic 
Petroleum Company, “a supplier of 
materials and oils to Group companies 
outside the United States” (p. 149), 
who actually initiated the deal with 
New England. Van Eck, president of 
Shell Union (which, as the United 
States holding company, had to foot 
the bill) entered the negotiations only 
in their final stages (pp. 314-22). Ina 
later crucial move, it appears to have 
been Van Eck, then a managing direc- 
tor of the Group in Europe, who by 
correspondence with Fraser, president 
of Shell Petroleum, was instrumental 
in the drastic contraction of Shell’s 
eastern marketing and refining in the 
late thirties (pp. 441-48). But Fraser 
himself had commissioned a report on 
possible economies in 1936 (p. 431). 

In 1935 another important change in 
Shell’s policy had occurred when the 
company set out to reduce its depend- 
ence on purchased crude (p. 466). No 
mention is made of the European direc- 
tors in this connection, nor is any offi- 
cial of the American company credited 
with sponsoring this important decision. 
One senses a relaxation of control from 
Europe as the United States company 
aged; there is, however, no explicit 
statement on the point. It is disappoint- 
ing that while Beaton is generous with 
sketches of the personal histories of 
earlier executives sent out from The 
Hague or London, there are only a 
handful of terse references to the pres- 
ent chief executive of Shell Oil Com- 
pany. 

In one respect, its financial venture- 
someness, Shell seems to have been ex- 
ceptional. Deterding in 1912 was deter- 
mined, one might say at any cost, to 
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move into a strong position in the 
United States. At the very least, he in- 
sisted on ownership of crude production 
of 10,000 barrels a day in the mid- 
continent area and acquired it, even 
when his purchases went against the ad- 
vice of the Group’s geologist. That Rox- 
ana eventually proved successful is 
traceable to its continued access to the 
resources of the Group when attractive 
deals such as joint ventures with Mar- 
land made their appearance later on. 
Until the late thirties, Shell was abys- 
mally ignorant of its transportation, re- 
fining, and marketing costs. Only the 
pressure of the depression forced it to 
examine cold-bloodedly the value of its 
production properties and the logic of 
its refinery locations and equipment. It 
is surprising to discover that jerry-built 
as it was, saddled with absurdly over- 
extended marketing territories — in 
Buffalo and Pennsylvania the company 
“realized” two cents less from its gas- 
oline than if it had sold at the Gulf 
(p. 451) —and ramshackle refining 
and terminal equipment in New Eng- 
land, the company showed losses in no 
more than four of the depression years. 
In one year only, 1931, could the deficit 
have caused serious concern. In other 
years, profits of Shell Pipe Line and the 
Pacific Coast companies offset losses of 
the mid-continent and Atlantic seaboard 
organizations (p. 783). One is forced 
to conclude that it is difficult for a 
large company to be unsuccessful in 
the oil business. On a smaller scale, the 
Group’s persistence in continuing chem- 
ical research during the depression is 
another indication of its willingness to 
risk funds in projects with a long pay- 
out period (p. 525). 


It is necessary to mention those areas 
of Shell’s development that are in- 
adequately discussed. The author seems | 
to believe that, compared with Stand- | 
ard of Indiana, Shell was at a pricing 
disadvantage as a result of its expan-_ 
sion during the high-cost 1920’s. He > 
does not inquire into the nature of the 
translation of sunk costs into pricing | 
policy upon which his thesis of unfair | 
competition rests (p. 428). Beaton also — 
fails to delineate the pattern of com- 
petition in the United States between! 
Shell and other giants in either the 
crude or products market, although he | 
touches on their hostility in the foreign 
field. Little or nothing appears on 
crude oil pricing or the relation of the 
United States tax structure to explora- 
tion and production. 

In spite of the company’s avowed 
program of reducing its dependence on 
purchased crude, it had succeeded in | 
raising the share of its own production | 
only to 57 percent of its requirements 
in 1955, as against 53 percent in 1935 | 
(pp. 784-85). Beaton never mentions 
the purchase of products, although 
there are indications from other sources | 
that the company has bought a rather | 
large share of the gasoline marketed 
under the Shell brand. While we are 
regaled with the complete list of Rox- 
ana’s jobber acquisitions during its 
empire-building period (pp. 298-313), 
a curious reticence prevails regarding 
Shell’s relations with independent dis- 
tributors, whose existence is mentioned 
only once (p. 450). That dealer margins 
and rental adjustments provide a con- 
tinuous source of difficult decisions for. 
management, requiring a delicate bal- 
ance of personal and financial elements 
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© maintain a sound policy, is common 
nowledge among students of the oil 
ndustry. Yet Beaton touches on the 
ywroblem only in connection with his 
urvey of the impact on Shell of the 
arly years of the Great Depression (pp. 
(20-22). Had Beaton attempted to pro- 
ride the same detail on the history of 
marketing conflicts that he had used in 
infolding Shell’s achievements in refin- 
ng technology, he would have had to 
louble the seven years he has already 
levoted to his labors. And it is hard to 
yelieve that the company would have 
een as cooperative in sponsoring the 
groject. When the subject of the work 
1as to make basic material available for 
ts own biography and must also pay the 
ills, it is inevitable that the finished 
xroduct will emphasize, to a large ex- 
ent, what the company believes to 
ave been the important features in its 
levelopment. This presents a dilemma 
o business historians that they have, so 
ar, not only been unable to resolve, 
yut even unwilling to face. 


Joe. B. Dirtam 
3oni, Watkins, Jason and Company 


Phe Economic Consequences of Auto- 
mation. By Paul Einzig (New 
York: W. W. Norton, 1957. Pp. 
ZI). $0.90) 

In his Preface Dr. Einzig says, cor- 
ectly, that his new book embodies the 
inst attempt by anybody to explore 
ystematically the national and inter- 
lational economic problems that will 
ppear as automation increases in im- 
yortance. So far as this reviewer re- 
nembers, this book constitutes Dr. 
linzig’s most ambitious venture onto 


the darkling plain of deductive eco- 
nomic theory. He himself says “It is 
certainly the most difficult task I have 
ever undertaken.” 

Dr. Einzig’s innumerable books on 
topics in banking and _ international 
finance marked him long ago as a 
prodigy among writers on economic 
questions. Certainly only the late John 
A. Hobson could be regarded as his 
peer when measured by weight and 
tale (comparison on any other basis 
would be pointless). A journalist and 
correspondent also—lLondon’s Finan- 
cial Times and the Commercial and 
Financial Chronicle — Dr. Einzig is an 
astute observer who ordinarily writes 
with great clarity and much to the 
point. In this respect, the present vol- 
ume is not his best one. The fault, 
however, lies in the “shapelessness” of 
the subject and not in the rhetoric of 
its expositor. 

By the nature of the topic itself and 
the dimensions of Dr. Einzig’s under- 
taking, the book does not and could 
not come to very many firm conclusions. 
In the first place, automation is not 
therein defined except as a “techno- 
logical method that tends to reduce 
current production costs in terms of 
man-hours per unit of output” (pp. 
16-17). Since there is no ecumenically 
binding definition of automation any- 
way, this is certainly not wrong. But it 
does gloss over at least one interesting 
aspect of automation that is, later in 
the book, adverted to by the author 
himself. Automation is intended to 
reduce labor costs in a specific trans- 
formative process and — given the con- 
tinuous-flow operation that alone justi- 
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fies automation’s initial cost — doubtless 
does so. But man-hour savings at that 
point may be nullified, in an imper- 
fectly competitive industry, by sub- 
stantially increased “man-hour costs” 
in marketing and distributing, and/or 
by external diseconomies in regard to 
raw materials. It all depends on what 
stages are to be subsumed under “pro- 
duction.” 

A key assumption of The Economic 
Consequences of Automation is that 
this “technological method”’ will before 
long become diffused, widely but not 
universally, throughout industry and 
trade, with palpable world-wide effects 
on employment, prices, investment, and 
so on. Dr. Einzig’s modus operandi is 
to treat automation as the independent 
variable and to consider in turn its 
impact on a number of other economic 
variables, treating these as the depen- 
dent ones. Partializing a big problem 
in this fashion is always convenient and 
frequently unavoidable, since in many 
instances the sole alternative would be 
to concede in advance that everything 
depends on everything else. But the 
compass of Dr. Einzig’s book includes 
24 different chapter-topics, a number 
of which surely merited a more ex- 
haustive treatment than they received. 
“Capital Requirements” are explained 
in ten pages, the “Wages-Profits-Prices 
Triangle” in seven; the “Threat of 
Raw-Material Shortages” is spared only 
five. Topics that are in fact inextri- 
cably involved with one another are 
treated discretely, for example “Defla- 
tion or Inflation?” and “Balance-of- 
This gives rise to 
the shadow of a suspicion that some 
of the book’s conclusions might have 


Payments Problems.” 


: 
been different if it had been outlined 
differently. . 

Despite its publication by a New 
York firm, internal evidence (e.g., p. 
168, pp. 239-40) suggests that the book 
was aimed chiefly at British readers. 
Nevertheless, many American readers 
may find it thought provoking, for the 
problems Dr. Einzig poses are entirely | 
general ones; and if present contingen- 
cies materialize, some of them may be- 
come critically important in the United 
States within a few years. | 

On the whole the tone of The Eco- | 
nomic Consequences of Automation is 
optimistic. The author foresees no repe- | 
tition of the violent dislocations that 
accompanied the industrial revolution. 
In the industrialized democracies a 
major problem will be, not unemploy- | 
ment, but rather how to persuade labor ! 
and management to be forbearing in} 
the matter of claims on the national 
product lest capital formation prove} 
inadequate for automating industry to) 
the optimum degree (pp. 244-47). A! 
rising price level should expedite the 
absorption of any technologically un-} 
employed, and the welfare state can be} 
expected to socialize the human costs; 
of material betterment in any case, in- 
stead of saddling them exclusively on 
the workers (as was the custom in the 
dawn of the machine age). Dr. Einzig 
does, however, express some fear that 
automation will exacerbate the ill will 
many people in “have-not” countries} 
already harbor toward the advanced] 
nations, who appear to be drawing 
toward themselves all the earth’s good 
things. 

Dr. Einzig’s new book is neither 
superficial nor devoid of interest, and] 
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it merits more than the conventional 
notice which is the due of any path- 
breaking investigation of a complex 
problem. One could have wished it to 
be longer and better integrated. But on 
the other hand, automation may already 
have passed its emergent phase, and 
timeliness too is a virtue. 


A. Stuart Hau 
University of Nebraska 


A Concept of Agribusiness. By John H. 
Davis and Ray A. Goldberg (Bos- 
ton: Harvard University, Graduate 
School of Business Administration, 
Division of Research, 1957. Pp. xiv, 
136. $6.00) 

The Harvard Business School estab- 
ished in December, 1952, a ‘Program 
n Agriculture and Business.” It is a 
ollow-up of the Food Foundation, 
which was authorized by the President 
und Fellows of Harvard College in 
(944 but did not come to fruition. This 
s the first published study growing out 
of this developing interest in a “‘busi- 
1ess” approach to the problems of agri- 
sulture and the related food and fiber 
ndustries. It is technical and is de- 
igned for the professional economist, 
1ot for the general public. A com- 
yanion volume, Farmer in a Business 
suit, published by Simon and Schuster 
1957, $3.50), undertakes to present 
he same point of view in popular form. 
‘One cannot escape a feeling that the 
tyle is marred somewhat by overuse 
f the term “agribusiness.’’) 

The central theme is that the prob- 
ems of agriculture and the industries 
losely related to it should be ap- 
woached in over-all terms rather than 


merely as farm problems. Many of 
the functions formerly carried out on 
the farm have now been shifted to off- 
farm industrial entities, for example, 
processing, selling, many of the services 
of supply, and so on. This has given 
rise to the price-cost squeeze which the 
authors regard as one of the central 
problems in agricultural policy. Davis 
and Goldberg also stress the very slight 
tendency for agriculture to develop the 
vertical integration which is so wide- 
spread in other branches of the econ- 
omy. However, the reader is left in 
some doubt as to whether the authors 
visualize and advocate actual vertical 
integration or merely an effort to 
achieve better coordination of opera- 
tions at the various stages of produc- 
tion and distribution. Perhaps it is too 
early for them to have settled views 
about that. 

The central framework used and, in 
fact, the main body of the book is an 
input-output analysis based on the 
Leontief model. This presents, prob- 
ably more comprehensively than has 
ever been done before, a picture of the 
flow of business operations relating to 
agriculture and the magnitudes of the 
interstage purchases and sales in 1947 
and 1954. Even though 1947 is a some- 
what unrepresentative year, much of 
the information presented is based on 
that year because of the availability of 
data from the 1947 Census of Manu- 
factures and other compilations re- 
lated to or based on it. 

The final chapter deals with the im- 
plications of this approach in efforts 
to arrive at a more realistic and sounder 
policy with respect to producing, proc- 
essing, and distributing agricultural 


78 CURRENT ECONOMIC COMMENT 


products. Here the authors stress the 
need for some reorientation of research, 
with more emphasis on interrelation- 
ships between “business” and agricul- 
ture, and urge closer collaboration of 
the farm groups with the farm supply 
industries, the processors of farm prod- 
ucts, and the distributors of farm 
products. 

Space permits only a few general 
observations which obviously are far 
from adequate with respect to such a 
far-reaching and complex set of rela- 
tionships. It seems quite possible that 
the significance of recent changes in 
this area has been overemphasized. Off- 
farm processing, storing, transporting, 
and distributing have been with us for 
a very long time. Perhaps the most 
striking feature of the change is the 
much heavier reliance of farmers on 
purchased production goods and serv- 
ices and the consequently heavier cash 
outlays which accentuate the price-cost 
squeeze and make the farmer much 
more vulnerable to increasing rigidities 
in wage rates, transportation costs, and 
handling charges. The heart of the 
changed situation lies in the fact that 
integration, cost rigidities, and size of 
unit are much more evident in these 
related industries than in the past. 

The authors may have assumed 
more unity of interest among farm pro- 
ducers, suppliers, processors, and han- 
dlers than actually exists. Granted that 
more cooperation and exchanges of 
ideas among these groups are desirable, 
it cannot be assumed that their inter- 
ests will coincide even if they are all 
fully informed and in close contact. 
For example, meat packers, stockyard 
people, grain dealers, and railroads 


make or lose money according to vol-: 
umes handled rather than according to) 
the level of prices to farmers. There: 
are exceptions, of course. For example,, 
the interests of farm machinery manu-: 
facturers are heavily affected by pros-- 
perity or depression in agriculture. 
However, these conflicts of interest do) 
need to be brought under study, and| 
even more, there is need for study off 
the areas of mutual interest in which 
sound cooperative effort could be help-- 
ful. Hil 
Murray R. BENEDICT 
University of California (Berkeley) 


Capital in Agriculture: Its Formation 


and Financing Since 1870. By Alvini 
S. Tostlebe (Princeton: Princeton; 
University Press for the National 


Bureau of Economic  Research,| 
1957. Pp. xxvi, 232. $6.00) 


This monograph reports the findings: 
of one of the studies of the National! 
Bureau of Economic Research dealing; 
with long-term trends in capital forma- 
tion and financing in the United States, 
This particular study describes the 
major trends in real capital formationi 
in agriculture from 1870 and in finan 
cing from 1900. The author adds in4 
terest and value to the book by suggest 
ing prospective trends, in some cases id 
1975. Inasmuch as the introductio: 
and summary are incorporated in th 
first chapter, covering 38 pages, the 
reader is able to get the major finding. 
and forecasts with minimum effort o 
his part. The more detailed results and 
supporting data are included in sever 
additional chapters, some very short, 
and nine appendixes. 

Physical capital in agriculture in the 
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United States grew steadily from 1870 
to 1950, except for the period 1920 to 
1935, both when measured in current 
prices and when measured in 1910-14 
prices. Because of the decline in the 
number of persons engaged in farming 
after 1920, the rate of capital forma- 
tion per person engaged rose at an 
accelerating rate between 1930 and 
1950 even when measured in 1910-14 
prices. In the early years of the period 
studied, the growth of farm capital was 
closely associated with the settlement of 
new land. Since 1900 the real value of 
farm land has advanced very slowly but 
the rate of increase in the real value 
of farm implements and machinery 
between 1940 and 1950 exceeded the 
rapid rate of increase from 1870 to 
1920. 

The period 1920 to 1935 was one of 
agricultural depression in the United 
States; the value of farm capital fell 
substantially when measured in current 
dollars and slightly when measured in 
1910-14 dollars. Small gains in the real 
value of land did not offset declines in 
the value of buildings, machinery, and 
horses and mules. 

Among regions the most rapid rate 
of growth of physical capital for the 
sntire period was in the Mountain, 
Great Plains, Pacific, and ‘Texas- 
Oklahoma areas. Real values actually 
declined in the Northeast and the rate 
of growth was only moderate in the 
Jorn Belt. 

_ Prospective trends, as reported by 
Ir. Tostlebe, are as follows: 

(1) The volume of farm products 
9er unit of capital and per unit of 
and will rise, most notably in the case 


xf land. 


(2) Capital per person engaged in 
farming will rise, making possible a 
continuation of the secular rise in out- 
put per person engaged. 


(3) Capital per farm will rise. 


(4) Growth of capital in the aggre- 
gate will occur only in times of reason- 
able prosperity at an average rate that 
is likely to be substantially less than 
1 percent per annum. 


(5) The composition of farm capital 
will continue to be slowly modified. 
Machinery, productive livestock, and 
cash balances will gain in importance; 
land, buildings, and stored crops will 
decline, relatively. The changes in the 
relative values of the components of 
farm capital will be brought about by 
technological changes that are intro- 
duced because they are economical. 


(6) Funds for investment in agri- 
culture will be provided chiefly by 
farmers out of gross income, although 
amounts and proportions provided by 
creditors may remain above the 1950 
level. 

(7) Non-real-estate credit will repre- 
sent a larger fraction of total credit 
than in the first half of this century. 
Long-term mortgage loans will be used 
relatively less for purposes of capital 
formation than in earlier years, and 
relatively more in transferring owner- 
ship of real estate. 

The author assumes a reasonable de- 
gree of farm prosperity; otherwise he 
expects stagnation in capital formation 
in agriculture. 

Historical data support the expecta- 
tion that by far the larger part of new 
capital formation will be financed out 
of production by farmers without as- 
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sistance from creditors. But increasing 
amounts of help from creditors will 
probably be needed to “assemble and 
develop the fields, the herds, and the 
equipment which will make efficient 
operation profitable. Some of this credit 
will, of course, contribute nothing to 
capital formation, as it will be utilized 
in transferring ownership of existing 
resources.” There is a growing aware- 
ness on the part of farmers and credi- 
tors of the benefits to be derived from 
heavier capital investments per farm 
and per worker. Non-real-estate or 
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“production” credit is certain to grow 
in importance barring a marked infla- 
tion in farm land values or a depres- 
sion which would force funding of 
short-term debts. 

This book is a valuable addition to 
the field of knowledge to which it is 
directed. The appropriate historical 
data are recorded and interpreted and 
the author states the assumptions on 
which his forecasts are based. 


G. L. Jorpan } 
University of Illinois 
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BUREAU OF ECONOMIC AND 
BUSINESS RESEARCH 


The Bureau of Economic and Business Research, established in TO2Is 
the research department of the College of Commerce and Business Ad- 
ministration. Economic and business information, including material on 
tested business practices, is compiled by the Bureau and made available 
to Ilinois businessmen and others interested in business and related prob- 
lems. Although the major part of its work deals especially with Illinois, 
the Bureau also engages in general economic research. 

Fields in which research is carried on include: accounting; market- 
ing; retail and wholesale trade; resources and industries; transportation, 
utilities, and communications; banking and private finance; public 
finance, governmental regulation, and public policy; international trade 
and finance; labor, public relations, and welfare; and general economic 
developments. 

The results of Bureau investigations are published in the form of 
research bulletins, business studies, and miscellaneous special bulletins. 
The following titles illustrate the scope of the Bureau’s publications. 

Bulletin 78, Sales Forecasting: Methods of Selected Firms, by C. M. 
CrawForp. ($1.00) 

Bulletin 79, Factors Influencing Durable Goods Purchases, by RoBERT 
FerBer. ($1.00) 

Bulletin 80, Manufacturer and Distributor Brands, by Ropert H. 
Coxe, Ltoyp M. DEBorr, RicHarp D. Mituican, and Nucent WEpDING. 
($1.00) 

Bulletin 81, British and American Manufacturing Productivity, by 
Marvin FRANKEL. ($1.50) 

Bulletin 82, The Structure and Policy of Electronic Communications, 
by Datias W. Smytue. ($1.50) 

Business Study 10, The Demand for Aluminum: A Case Study in 
Long-Range Forecasting, by JAMEs E. Rosrenzweic. ($1.00) 

The Railroad Shippers’ Forecast, by RoBerT FERBER. ($1.00) 

Determinants of Capital Expenditures: An Interview Study, by 
Ropert Eisner. ($1.50) 

Consumer Behavior and Motivation. R. H. Corr, Editor. ($1.00) 

The Bureau also publishes the Illinois Business Review, which pre- 
sents a monthly summary of business conditions for Illinois. 
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